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The Return to Convertibility : 
1926-1931 and 1958- ? 


or 


Convertibility and the Morning After 


“The study of history, while it does 
not endow with prophecy, may indicate 
lines of probability ”. 

The Short Reign of Pippin IV 


by Jonn SreinBeck 
Introduction 


The “dash to convertibility”, originally envisaged for 1953, 
finally materialized, as suddenly as belatedly, during the 1958 
Christmas weekend. A few days later, the six countries of the 
European Economic Community were taking the first step on the 
long road toward full integration of their national economies. 

These two events were not unrelated. The British convertibility 
decision was admittedly hastened to coincide with the French 
currency reform, and the latter was in turn designed to enable the 
French to implement their liberalization commitments under the 
European Economic Community Treaty. Ten other countries 
followed suit in very short order, thus bringing into force the 1955 
European Monetary Agreement and the liquidation of the 1950 
European Payments Union. 

This cascade of convergent national decisions was widely 
acclaimed as a new and spectacular demonstration of continued 
European cooperation in the monetary and economic fields. It 
unfortunately could also be interpreted in part as an accidental 
by-product of the deadlock reached, ten days earlier, in the long 
drawn out negotiation of a Free Trade Area Treaty among all 
seventeen of the OEEC countries. Vague threats of retaliation against 
the Six had been brandished by some of the other countries during 
the hard bargaining of the previous months, if some measure of 
agreement were not reached by the fateful date of January 1, 1959. 
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The break-up of the European Payments Union might be a necessary 
preface to independent national action in the monetary sphere, even 
though member countries would still be tied in that event — but 
in a much looser fashion — by their 1955 commitment to link the 
liquidation of the Union to the simultaneous entry into force of 
the European Monetary Agreement. 

This loosening of European cooperation is all the more disquiet- 
ing when viewed against the background of the previous return 
to convertibility after World War I. The new gold standard func- 
tioned rather fitfully during the second half of the 1920’s, only 
to be swept away in 1931 by the first gushes of the world depression. 
Its collapse was blamed by later writers on the incomplete nature of 
the 1920’s so-called “restoration”. The facade of the pre-1914 
building had been rebuilt and repainted, but its shattered founda- 
tions and crumbling inner walls had received only the most patch- 
work type of repairs (1). 

This criticism held a great deal of truth, but it did not reach 
far enough and pointed to the wrong conclusion. The words 
“ restoration ” and “ reconstruction ” suggest a mere digging up and 
dusting off of past institutional forms, regardless of the changes in 
the economic and political environment in which they have to 
operate. The nineteenth century monetary standard had been, on 
the contrary, a highly flexible and adaptable system, whose 1913 
version bore little resemblance to the 1816 model. Further evolution 
and adaptations, rather than a mere return to the past, would have 
been required to fit it to the needs and conditions of the postwar 
world. 

What was true then is even truer today. The enormous upheavals 
in economic philosophy, institutions and policies brought about by 
two world wars and the 1930's world depression have modified 
radically the conditions under which international convertibility 
can be meaningfully defined and realistically made to work today. 
The negative implications of this statement are only too well 
perceived by the 1958 planners, just as they were by their forefathers 
in the 1920’s. The reservations and qualifications surrounding the 
new convertibility decisions (2) make it abundantly clear that no 


(1) See particularly W. A. Brown, Jr., The International Gold Standard Reinterpreted, 
1914-1934, New York, 1940. 

(2) The new convertibility obviously will not, any more than it did in the 1920’s, 
reintroduce internationally acceptable gold coins into the national monetary circulation of the 
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country is prepared to subordinate fully and unilaterally its domestic 
policy aims and techniques to the maintenance of international 
balance, and to renounce all recourse to exchange rate adaptations 
and trade and exchange controls as alternative techniques of balance 
of payments adjustment. 

What is much less clear is the positive content of this “ conver- 
tibility 4 la 1959” and the concrete steps that may preserve it from 
another collapse “a la 1931”, when the international economic 
climate changes once more from good to fair, or from fair to foul. 

Two closely interrelated questions seem to me of particular 
urgency at this time. The first is that of preserving — or restoring — 
an adequate level of international reserves and liquidity in an 
expanding world economy, a topic which received a great deal of 
constructive attention at the recent meeting of the Board of 
Governors of the International Monetary Fund in New Delhi. It 
quickly leads, however, into a second and broader issue, on which 
complete silence was paradoxically, but tactfully, maintained at that 
meeting, i.e. the vulnerability of a world monetary system whose 
operation becomes increasingly dependent on one or a few national 
currencies as major components of international monetary reserves (3). 

The same two problems were causing widespread concern in 
the late 1920’s and early 1930’s. The Gold Delegation of the 
Financial Committee of the League of Nations was kept busy for 
nearly three years, discussing the measures needed to economize 
gold in short supply and to palliate the most obvious defects of 
the gold exchange standard (4). Academic economists were equally 
stirred by these problems and, while disagreeing as always on 


. 


convertible countries. It will, even more than it did then, depend very largely on foreign 
exchange holdings to supplement inadequate levels of gold reserves throughout the world. 
It will now apply to non-residents, but not necessarily to residents, to current account trans- 
actions, but not necessarily to capital movements. 

(3) This silence eloquently refutes any hopes that I might have otherwise entertained of 
having stimulated the interest of the Fund in these problems through my exhortations in 
Europe and the Money Muddle (Yale University Press, June 1957, pp. 295-301). 

(4) See these various publications of the League of Nations: 

a. Interim Report of the Gold Delegation of the Financial Committee, 1930. 

b. Selected Documents submitted to the Gold Delegation of the Financial Com- 
mittee, 1930. 

c. Second Interim Report of the Gold Delegation of the Financial Committee, 1931. 

d. Selected Documents on the Distribution of Gold submitted to the Gold Delegation 
of the Financial Committee, 1931. 

e. Dr. Fexrks Miynarski, The Functioning of the Gold Standard, 1931. 

f. Report of the Gold Delegation of the Financial Committee, 1932. 
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technical details and proposed remedies, showed a rare unanimity 
in their criticism of the latter system. The wisdom of these warnings 
was, for once, promptly confirmed by the collapse of sterling in 
September 1931, the wholesale liquidation of the gold exchange 
standard, and the ensuing aggravation of the world crisis through 
the spiralling of exchange rate devaluations and of trade and exchange 
restrictions. In view of this sad experience, the complacency with 
which we are now returning to the same unorganized gold exchange 
standard, on an even shakier basis than in the 1920’s, is hard indeed 
to understand. This may be what the Managing Director of the 
International Monetary Fund, Per Jacobsson, had in mind when 
he reiterated in several of his recent speeches his favorite warning 
from Santayana: “Those who do not remember the past will be 
condemned to repeat it”. 

The present article will focus primarily on these major threats 
to the success of the new convertibility experiment. A second article 
will then try to define, on the basis of this analysis, some of the 
reforms that might help adapt present-day convertibility institutions 
to present-day needs and possibilities. 


1. Convertibility: What and How? 


Convertibility Yesterday. 


The original meaning of the word “ convertibility” has been 
all but forgotten in the discussions of the last ten years. It was 
indeed closely allied to institutional monetary and banking mechan- 
isms totally alien to those of our days, and one of the main 
characteristics of which was a large and material overlapping 
between the national money of each country and that of its major 
trading partners. Outside of small amounts of subsidiary coinage, 
the greater part of most countries’ legal tender money was in the 
form of gold and silver coins which would either be accepted at 
par — or very close to par — by the residents of other countries, 
or be exchangeable at the Mint for any other foreign moneys 
needed in international settlements (5). The convertibility problem 


(5) The ratio of gold and silver coinage to total monetary circulation, for the world 
at large, is estimated to have fluctuated between, roughly, 70 and 80 per cent between 1885 
and 1913. See the interesting volume of Jacgues E. Mertens on La Naissance et le Déve- 
loppement de l’Etalon-Or, Presses Universitaires de France, Paris, 1944, Tables 49-53. 


Ce 
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was, to that extent, by-passed through the material equivalence of 
the various national currencies in terms of their gold or silver content. 
The gradual shift from bi-metallism to a pure gold standard pro- 
gressively limited the role of silver in this respect, but was accom- 
panied by a parallel shift from silver to gold as the major component 
of national monetary circulation in all the gold standard countries (6). 

The development of bank money, in the form of currency 
notes and demand deposits, did not at first create any specific 
convertibility problem. Banks were merely subject to the general 
obligation of discharging their own debts in legal tender money, i.e. 
initially in the gold or silver moneys of the country where they 
operated. If an individual bank failed to do so, bankruptcy laws 
would apply to it just as they would to any other individual or firm. 
Its own creditors would suffer thereby, but the national currency 
was left unaffected. 

Special “ convertibility ” provisions had to be enacted, however, 
in connection with the issue of currency notes when these were 
granted “ legal tender” status by the State. Any debtor could then 
discharge its obligation to its creditors by tendering such currency 
notes in payment, but the issuing institution itself could not claim 
the benefit of this provision with respect to its own 1.0.u.’s It 
remained obliged to redeem or “convert” them upon demand in 
gold (or silver) coins as defined in the country’s monetary legislation. 

As long as convertibility was in effect in a gold standard 
country, it would ensure exchange rate stability with respect to all 
other gold standard countries. The difficulties which might arise in 
connection with the maintenance of convertibility, however, were 
not necessarily related to balance of payments deficits. They might 
originate as well in an increased demand for internally circulating 
gold coins, as. might occur during a period of boom in domestic 
economic activity, regardless of the status of the country’s balance 
of payments with the outside world. 

A currency became “ inconvertible” de facto or de jure when 
the issuing institution actually ceased to honor its redemption 
commitment, or was relieved of it by law. This did not mean, 
however, that currency holders would thereby be unable to convert 
it into gold or foreign currencies. They could usually continue to 


(6) See Tables quoted in the preceding footnote. 
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do so, but through the private market and at the rates resulting from 
supply and demand on that market. The original meaning of the 
term “inconvertibility” thus had nothing to do with true incon- 
vertibility, in the modern sense of the world. It would be called 
today “exchange rate flexibility ”. 


Convertibility Today. 


This radical change in the use of the term convertibility is 
eloquently illustrated by the proposal, so often voiced in recent 
official and academic discussions, to restore convertibility on the 
basis of flexible exchange rates, i.e. on the basis of what was still 
in the 1920’s the very essence of “ inconvertibility”. The explana- 
tion of this paradox lies in the fact that several features of the 
nineteenth century international trade and payments system, more 
essential than exchange rate stability itself, were then taken for 
granted, but can no longer be taken for granted today. 

The first of these was the freedom accorded to internationai 
capital movements. Most modern writers, impressed by the disequi- 
librating character of “ hot money ” movements since World War I, 
would regard such freedom as unessential or even undesirable 
today. This view was officially sanctioned by the Articles of Agree- 
ment of the International Monetary Fund which specifically author- 
ize restrictions on capital movements and even make them, at times, 
a prerequisite for a country’s access to the Fund’s resources (7). The 
discussion which follows will make clear some of my reasons for 
doubting the practical wisdom of such an approach, and for retain- 
ing the freedom of capital movements as one of the basic charac- 
teristics of a workable system of international convertibility. 

Convertibility is usually identified today with the elimination 
of all quantitative restrictions on trade and payments on current 
accounts. This is both too much and too little, too exacting and 
not sufficiently exacting. 

It is not enough, because it leaves out of account tariff restric- 
tions which may, if sufficiently high, unstable, or discriminatory, 
be even more damaging to international trade than modest, stable 
and non-discriminatory systems of quantitative restrictions. It is 
too much, because it makes no distinction between restrictions of 


(7) See Article VI, particularly Sections 1 and 3. 
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this character and the widespread recourse to bilateral trade and 
payments techniques which may, but do not necessarily, accompany 
the use of trade and exchange controls in practice (8). 

A meaningful definition of convertibility objectives must, of 
necessity, encompass all alternative techniques through which similar 
results may be achieved in practice. It must therefore take into 
account trade as well as exchange techniques of restrictions, and 
tariff restrictions as well as quantitative restrictions. Carried to its 
full logical consequences, the definition of convertibility most pre- 
valent today — i.e. the elimination of all quantitative trade and 
exchange restrictions — should therefore lead us to confuse con- 
vertibility with the Manchesterian ideal of Free Trade. 

Practical policy aims, however, can rarely be enclosed into 
rigid logical definitions. If we wish to designate as “ convertibility ” 
feasible goals of international economic policy, susceptible of concrete 
implementation in a concrete historical environment, we will have 
to define convertibility in relative, rather than in absolute, terms. 
The nineteenth century experience suggests that convertibility be 
defined as an institutional framework which minimizes the most 
harmful forms of State interference with mutually beneficial eco- 
nomic relations among sovereign nations. This should imply a 
maximum degree of multilateralism, stability and freedom in the 
international trade and payments system, but would not require 
full and unconditional compliance with any of these three criteria. 

The first should probably be regarded as the most crucial, and 
also the easiest to achieve. Its opposite extreme — bilateralism — 
marked the utter breakdown of convertibility in the early postwar 
years. The near elimination of bilateralism after 1950 was primarily 
the result of the European Payments Union Agreement and of the 


(8) Such a distinction is approximated, but no more than approximated, by the line 
currently drawn between “ resident” and “ non-resident” convertibility. Convertibility of 
sterling for non-residents, for instance, means that sterling area residents may remain subject 
to various degrees of restrictions on foreign transactions, but that current earners of sterling 
outside the sterling area may use such earnings freely for settlements — at least on current 
account — not only in the sterling area, but anywhere in the world. This goes very far 
indeed toward the practical elimination of bilateral trade and payments techniques, but still 
leaves the door wide open to the application of stringent discriminatory restrictions on sterling 
area residents’ trade with the countries which would otherwise use their sterling earnings 
in such a way as to expose the United Kingdom to a serious drain on its gold and hard 
currency reserves. The threat of such discriminatory application of restrictions on residents 
may be used to exact bilateral concessions or preferences from these countries. 
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OEEC Code of Liberalization. Yet, both of these Agreements 
accepted implicitly some degree of discrimination as a price worth 
paying for the outlawing of bilateralism and the gradual lifting 
of quantitative restrictions in intra-European trade. 

Although non-discrimination should be regarded as one of the 
pillars of nineteenth century convertibility, it did not operate even 
then as an ironclad rule in practice. Non-discrimination was then 
spelled out in the famous “ most-favored nation” clause enshrined 
in most trade and tariff treaties. This clause, however, was subject 
to a number of qualifications and exceptions. Regional preferences 
— particularly within the British Empire — were traditionally 
allowed among some countries closely linked together by geogra- 
phical, historical or political bonds. Non-discrimination was also 
tempered by reciprocity criteria in the case of countries — primarily 
the United States — which insisted on a conditional interpretation 
of the most-favored nation clause. Finally, the clause was also 
circumvented occasionally through ridiculously minute definitions 
of tariff nomenclature, designed to limit the benefits of a new 
concession to one or a few countries only. 

Yet, these exceptions remained exceptions. Their overall quan- 
titative impact was moderate, and they never opened the door to 
any significant extension of bilateralism in international trade and 
payments. As long as this was true, trade and tariff restrictions 
protected national producers against foreign competition only within 
their own country’s boundaries. Equal access of all countries’ pro- 
ducers to third markets preserved the full interplay of competitive 
forces among exporters the world over, and forced each country 
to maintain internationally competitive prices and costs, in order 
to retain a level of exports sufficient — together with other net 
receipts or expenditures on service and capital accounts — to finance 
its own payments abroad for merchandise imports. 

It is indeed very tempting therefore to identify convertibility 
with multilateralism, and as perfectly compatible with a non-discri- 
minatory, or at least non-bilateral, use of tariffs or other trade and 
exchange restrictions. Yet, this could lead to absurd conclusions as 
a criterion for international policy. Sufficiently high or unstable 
levels of non-discriminatory restrictions could stifle trade altogether 
and be far worse, as a result, than more moderate levels of mode- 
rately discriminatory restrictions. Practicable convertibility aims 
should make room for feasible compromises between the three ideal 
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criteria of multilateralism, stability and freedom in international 
economic relations. 

For reasons that will soon become apparent, these compromises 
may have to remain short in every respect of those that could be 
implemented under nineteenth century conditions. Tariff restric- 
tions were then extremely moderate by modern standards, and 
quantitative restrictions practically unknown. Most of all, tariff 
duties were changed infrequently and were often consolidated for 
long periods of time through trade treaty negotiations. They were 
used primarily for revenue or protection purposes, but hardly or 
not at all as a technique for balance of payments adjustments. 

Since, however, no country — wether convertible or not — 
can escape the necessity of balancing its overall accounts with the 
rest of the world, the maintenance of nineteenth century converti- 
bility depended on the implementation of other techniques of 
adjustment, alternative to the use of trade or exchange restrictions 
and of changes in exchange rates. To the extent that these nine- 
teenth century techniques of adjustment may no longer prove 
workable or acceptable today, new ones will have to be put in 
their place, or our convertibility objectives will have to be tailored 
down to less ambitious criteria than those of yesterday. The explo- 


ration of these policy issues will be reserved for a later article in 
this Review. 


What Made Convertibility Work before World War 1? 


What made convertibility workable before 1914, and what 
made it unworkable in all of the following forty-five years, except 
for the brief bonfire of the late 1920's? 

Theoretical and textbook discussions tend to stress primarily 
in their answer to these two questions the corrective mechanism of 
balance of payments adjustments. Classical theory emphasized the 
role of money flows and their impact upon “corrective” price 
adjustments and the restoration of a competitive pattern of inter- 
national prices and costs. Modern theorists have placed greater 
emphasis on the mechanism of income transfers and their impact 
upon economic activity and employment, as well as upon prices 
and costs. Their analysis did not weaken, but strengthened, the 
classical view as to the effectiveness and equilibrating tendencies 
of balance of payments adjustments. It raised serious doubts, 
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however, about the theoretical desirability and practical accepta- 
bility of such a mechanism whenever its main burden falls upon 
economic activity and employment rather than on price adaptations. 
The breakdown of convertibility after the first world war was thus 
ascribed to the growing rigidities which interfered with price, cost 
and wage adaptations, to the consequent impact of convertibility 
adjustments upon the levels of economic activity and employment, 
and to the political and social resistance which this would evoke 
from governments and public opinion. 

I have no quarrel with this analysis, but feel that it does not 
make sufficiently explicit some of the institutional factors which 
explain the success of nineteenth century convertibility. 

One of these has received considerable attention from Taussig 
and from his students: it is the enormous scope which capital 
movements gave to the financing and cushioning — and therefore 
to the perpetuation rather than the correction — of current account 
disequilibria. Large, persistent and often growing disequilibria 
showed no sign of, or need for, correction over several decades, 
or even over the whole century separating the Napoleonic wars 
from the first world war. The net capital inflow into the United 
States, for instance, is estimated to have averaged $50 million a 
year or more throughout the period from 1850 to 1914, while the 
net outflow of capital from the United Kingdom rose from about 
$30 million a year in the first half of the century to approxim- 
ately $250 million in the second half, and close to $900 million 
in the last years (1906-1913) before the first world war (9). 

This did not mean, of course, that all need for corrective 
adjustments was thereby eliminated, and that private capital move- 
ments would automatically cushion any trend toward imbalance 
in a country’s international accounts. On the contrary, the avail- 
ability of cushioning capital on such a scale was very much depen- 
dent on the fact that residual deficits — on current plus private 
capital account — could be expected to be corrected relatively 
promptly and smoothly. Yet, as long as this mechanism func- 
tioned, it made it easier for the deficit countries to accept and 


(9) These estimates are derived from the Balance of Payments Statistical Supplement 
published in 1958 by the Department of Commerce (p. 10), and from Apert A. Iman, 
“British Balance of Payments and Export of Capital, 1816-1913”, in Economic History 
Review, 1952, pp. 208-239. 
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implement such residual adjustments without recourse to trade or 
exchange restrictions and, in most cases, without recourse to ex- 
change depreciation. 

The second factor which explains the successful functioning 
of nineteenth century convertibility lies in the fact that the emergence 
of major imbalance was prevented ex ante by the institutional 
monetary and banking framework of the times, rather than cor- 
rected ex post by large price and income adjustments. In spite of 
the greater flexibility of prices and costs in the nineteenth century, 
1 doubt very much whether a 20 or 30 per cent reduction in wages, 
if called for to restore equilibrium in the balance of payments, 
would have been tolerated then any more than it would be today. 
The fact is that the ability of the system to correct such major 
maladjustments through internal price and income adaptations was 
rarely put to a test in the major Western countries which constituted 
the core of the system. Whenever it was put to such a test — as it 
repeatedly was in most Latin American countries — the correction 
was uniformly brought about by currency devaluation rather than 
by the internal adaptations postulated by the gold standard system. 

Price increases and balance of payments deficits are alternative 
— and often complementary — forms of adaptation to an ex ante 
excess of expenditures over production. Such a gap can arise only 
if it is financed, and its financing, for a country as a whole, can 
come only from two sources: net foreign disinvestments by the 
non-bank sectors of the economy, or net borrowings from the 
domestic banking system (10). 

The first of these two techniques of financing leaves the bank- 
ing system unaffected and does not, therefore, raise any convert- 
ibility problem as such. The inflow of funds from abroad — or 
the disinvestment of funds previously accumulated abroad — pro- 
vides, moreover, not only the overall financing of excess expend- 
itures, but also the foreign exchange needed to finance the excess 
of imports over exports. Moderate price rises would suffice to 


(10) The Organization for European Economic Cooperation will publish in the near 
future comprehensive estimates of postwar monetary developments in the seventeen member 
countries, in which the type of analysis briefly summarized in the above sentence is fully 
explained and applied to empirical data. Puzzled readers may, in the meantime, consult 
my discussion in Europe and the Money Muddle, pp. 49 and 53, and in “A Simplified 
Scheme for the Integration of Monetary and Income Analysis”, in Vol. IV, pp. 293-311 of 
the Memoria of the Fifth Meeting of Technicians of Central Banks of the American Continent, 
published by the Banco de la Reptiblica, Bogota (Colombia), 1957. 
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stimulate such excess imports, and these would, in turn, act as a 
brake on larger price increases. We have already noted above the 
enormous role played by such external financing in nineteenth 
century balance of payments adjustments. 

A peculiar form of net foreign disinvestment lay in the financ- 
ing of excess expenditures from existing cash holdings of interna- 
tionally acceptable gold — and initially silver — coins. As dif- 
ferent from today, a substantial portion of the currency holdings 
of the public consisted in such international moneys, rather than 
in fiduciary claims on the domestic banking system. The financing 
of excess expenditure through such dishoardings of international 
cash would automatically provide also the foreign exchange needed 
to finance excess imports and limit the possible extent of domestic 
price rises. 

Convertibility problems could only arise if the financing of 
excess expenditures were fed by an expansion of bank credit or a 
contraction of outstanding claims — particularly paper money and 
deposits — on the domestic monetary and banking system of the 
country. The difficulties to which such financing could give rise, 
however, were not necessarily tied to balance of payments deficits, 
and did not necessarily involve the fate of the national currency 
as such. They would focus, on the first instance, on individual 
banking institutions whose rate of credit expansion had been exces- 
sive in relation to others, and this could come about regardless of 
the balance of payments of the country as a whole. The improvi- 
dent bank might be forced to suspend its payments, but this would 
affect only the liquidity of its own depositors, and not the currency 
of the country in general. In most cases, of course, Central Bank 
assistance would be made available in time to meet the problem, 
but again not on a scale endangering the liquidity of the Central 
Bank itself and the solidity of the national currency. The other 
credit operations of the Central Bank, both with its private cus- 
tomers and with the State, would also be geared to the preservation 
of its own liquidity position, rather than to national objectives such 
as the maintenance of full employment, price stability or balance 
of payments equilibrium. 

These financial traditions created, wherever they were observed, 
the most effective barrier against inflationary excesses susceptible of 
entailing large-scale price and cost maladjustments. They were, 
of course, dependent themselves on the predominantly laissez faire 
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philosophy of the influential financial, economic and political circles 
of each country. Occasional departures from these accepted canons 
of behavior might be forced upon the authorities by foreign or civil 
war, but were mostly limited to underdeveloped countries not linked 
politically to the West. Outside of such accidents, the major fluc- 
tuations in prices and economic activity were roughly parallel 
among the major trading countries and required only moderate 
readjustments to preserve currency convertibility. 


The Collapse of Convertibility after World War I 


This spontaneous harmonization of internal financial policies 
has been hopelessly shattered as a result of the two world wars 
and, even more, of the world depression. New philosophies and 
techniques of national policies have emerged which subordinate, 
whenever the two enter in conflict, the preservation of exchange 
freedom and stability to other and overriding national objectives. 
These new techniques involve, in the field of trade and finance: 


1. the extensive use of the issue power of central banks to 
underwrite the State’s own deficits and, in addition, the credit 
expansion of other banks whenever such expansion conforms to 
the wishes, or even merely to the existing regulations, of the national 
monetary authorities; 


2. the unwillingness to subordinate fully such credit policies 
to the preservation or restoration of a competitive price and cost 
pattern and of an overall external balance, at current prices and 
exchange rates, compatible with the availability of gold and foreign 
exchange reserves; 


3. the recourse to currency depreciation, to trade and ex- 
change restrictions, or even to generalized rationing controls, or 
a combination of such measures, whenever the country is forced 
by the exhaustion, or near exhaustion, of its monetary reserves to 
adjust its external expenditures to its external receipts. 


The broad consequences of this institutional evolution for the 
world’s trade and payments system have been the breakdown of 
the gold standard during the interwar and postwar periods, 1.¢. 
the generalization of exchange instability and of trade and exchange 
restrictions. The breakdown was a gradual one and culminated 
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in the unbridled bilateralism of the early postwar years. The dis- 
advantages of such a system, for each country as well as for the 
international community as such, finally became sufficiently obvious 
to all to prompt patient and determined efforts to reverse the pro- 
cess and restore freedom and stability in external trade and pay- 
ments arrangements. 

I shall reserve for later discussion the examination of the tech- 
niques which have proved most feasible and successful in this 
respect, and concentrate attention at this stage on the impact of 
the policies described above on capital movements and the role of 
monetary reserves. 


ll. The Changing Role of Monetary Reserves 


These radical changes in the international and national mone- 
tary and banking systems have fundamentally altered the role of 
monetary reserves and other capital movements in balance of pay- 
ments’ adjustments. 

Current discussions of reserve requirements stress primarily the 
role of reserves in the cushioning of balance of payments deficits, 
and rely for an approximate, and admittedly very rough, measure- 
ment of reserve adequacy on the ratio of a country’s overall reserves 
to annual imports or exchange sales. Such a concept, however, would 
have been largely alien to nineteenth century writers, and did not 
indeed play any prominent role in either academic or policy ana- 
lyses of the problem until the second world war (11). Legal pre- 
scriptions on monetary reserves and monetary issues varied widely 
from country to country, but never made any reference to a country’s 
export or import levels. They were concerned exclusively and 
directly with the avoidance of excessive currency issues and relied 
for this purpose either on an overall ceiling on such issues, or on 
the limitation of fiduciary issues — i.e. the amounts that could be 
issued over and above the metallic reserves held as counterpart by 
the issuing bank — or on a minimum ratio of reserves to note 
issues or sight liabilities. This latter criterion was the one that 


(11) Its explicit recognition as one of several criteria for Central Bank management was 
introduced for the first time in Central Bank legislation in 1944. See the author’s Monetary 
and Banking Reform in Paraguay, Board of the Governors of the Federal Reserve System, 
Washington, 1946, pp. 82-84, and 136-37. 








ee eee eee ——i—O— eC 


FS —— - 


The Return to Convertibility: 1926-1931 and 1958-? 17 


conformed most closely to practical bankers’ experience as to their 
own liquidity requirements, and tended more and more to deter- 
mine legal or customary standards of reserve adequacy. The main- 
tenance of a ratio of about one third between liquid reserves and 
sight obligations gradually became the usual minimum benchmark 
for central bank as well as for commercial bank operations. 

It hardly need be said this could result in extremely disparate 
ratios between central bank reserves and the level of the country’s 
imports. This ratio can be estimated, for instance, to have been 
less than 5 per cent for the Bank of England in 1913, as compared 
to more than 40 per cent for the Bank of France (12). This contrast 
was not without significance for monetary management, and com- 
plaints were often voiced against the frequency with which the 
Bank of England had to resort to changes in the discount rate in 
order to protect its slender level of reserves. The Bank, however, 
was a private firm, motivated by the search for profits as well as 
by broader considerations of public service, and showed great 
reluctance to accumulate non-earning gold assets greatly in excess 
of liquidity requirements as judged in the light of its own expe- 
rience in the past. Private capital movements were regarded as the 
normal source of cushioning for balance of payments fluctuations, 
and could be hastened, whenever necessary, by open market opera- 
tions and changes in the discount rate. The main test of this 
mechanism, from the Bank’s point of view, lay in the fact that 
any substantial drain on its gold reserves could be arrested long 
before it would endanger the Bank’s own liquidity. 

The radical changes imparted to monetary institutions and 
policies by the first world war and the world depression have com- 
pletely revolutionized the role of monetary reserves and have con- 
sequently brought about fundamentally different views as to their 
measurement and adequacy. 

First of all, the universal disappearance of gold coin from active 
monetary circulation has deeply modified the significance of central 
bank liquidity. Reserves need no longer be held to convert bank 
deposits and paper currency into legal gold tender for purposes of 


(12) Only a minor portion of this striking contrast is due to the difference in the ratio 
of gold reserves to liabilities for the two banks (approximately 35°%/ for the Bank of England, 
and 50%, for the Bank of France). Most of it can be ascribed to the much greater role played 
in England by private bank deposits in total money supply and by the much higher ratio of 
imports, and lower ratio of money, to GNP in England as compared to France. 
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domestic circulation. Reserve drains are now associated exclusively 
with external deficits in the balance of payments of the country. 
In a closed economy, central bank liquidity would be fully assured 
by its mere ability to print notes. Excessive issues would be reflected 
in inflationary pressures upon prices, but would not affect the bank’s 
liquidity. 

Secondly, international flows of private capital can no longer 
be relied upon as a major source of cushioning for current account 
disequilibria. Fears of currency depreciation and exchange restric- 
tions often indeed tend to stimulate private capital flows from deficit 
countries to surplus countries, and to aggravate, rather than cushion, 
the impact of current account imbalance (13). These movements 
of “hot money” played a particularly large role in the interwar 
period and continue even today to elude, in many cases, the nets 
of exchange control legislation. On the other hand, the unprece- 
dented development of official loans and grants provides today vast 
amounts of cushioning capital, which substitute in part for the 
private capital flows of the gold standard era. The International 
Monetary Fund, the International Bank for Reconstruction and 
Development, the European Payments Union, the European Fund, 
the Colombo Plan, etc. were specifically set up for that purpose. 
France and England have also stepped up enormously financial 
aid to their overseas territories and associated monetary areas. The 
Marshall Plan and other U.S. foreign aid programs completely 
dwarfed, in the early postwar years, the rather modest flows of 
private investments abroad and still account today — even after 
excluding military grants — for about half of the United States 
total capital exports. 

Official grants and loans, however, cannot be regarded as a 
normal and dependable source of financing for short-run disequi- 
libria. They usually require long and uncertain negotiations whose 
ultimate success may also be made dependent at times on political 
or economic conditions unacceptable to the prospective borrower. 
In spite of the more flexible and automatic procedures recently 
developed by the International Monetary Fund — and, up to its 
recent demise, by the European Payments Union — countries must 


(13) International political tensions are a further factor of instability which would 
continue to paralyze or distort capital flows even if full confidence could be restored in the 
wisdom of economic policies proper. 
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still look today to their own monetary reserves as their first and 
most important line of defense against temporary deficits in their 
balance of payments. 

The main function of monetary reserves is no longer to pre- 
serve the overall liquidity of individual central banks, but to permit 
the financing of short-run deficits in the country’s external tran- 
sactions. The types of deficits which may appropriately be met in 
this manner fall into two categories. The first is that of reversible 
deficits reflecting purely temporary fluctuations in foreign receipts 
and expenditures on current and capital account. Such deficits 
should obviously be financed, rather than prevented or immediately 
corrected by policy action. Basic policy adjustments — such as 
deflation or devaluation — to temporary factors of imbalance would 
indeed sow the seeds of more fundamental and lasting imbalance 
in the country’s economy. The shortage of reserves is more likely 
to induce, in such cases, a recourse to trade or exchange restrictions 
which would have been perfectly avoidable otherwise. 

The second case is that of more fundamental disequilibria, 
calling for corrective action, but in which the most appropriate and 
desirable remedies will act relatively slowly and smoothly, and leave 
residual needs for the financing of tapering off deficits. 

In both cases, an insufficient level of reserves will force the 
deficit country to resort to otherwise unnecessary measures of defla- 
tion, devaluation or restrictions to keep its payments in closer and 
more continuous balance with its receipts than would be called for 


by the need to preserve long-run equilibrium in its international 
transactions. 


lll. Reserve Measurement and Adequacy Criteria 


These deep-seated changes in the role of monetary reserves 
entail corresponding changes in their methods of measurement and 
criteria for adequacy. Neither, however, can be couched in any 
precise and clear-cut formula, invariant from time to time and 
from country to country. Reserves have to be higher in an unstable 
economic and political environment than in a world enjoying a 
greater degree of economic and political stability. Higher reserves 
are also needed by underdeveloped countries, with more volatile 
levels of export proceeds and capital imports, than by the richer 
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and niore diversified economies of the industrial countries. The 
burden of reserve accumulation, however, in relation to national 
wealth and savings on the one hand, and competing needs for the 
financing of developmental imports on the other, will unfortunately 
be higher for the former countries than for the latter. In this 
balancing of needs and costs, the underdeveloped countries are 
likely therefore to assign a lower priority than the more developed 
countries to a reserve level adequate to eschew or minimize undesir- 
able resort to devaluation or restrictions. 

The appraisal of reserve needs for any individual country, at 
any particular time, would have to take these and other factors 
into account. The order of magnitude of future deficits calling for 
reserve financing might first be gauged quantitatively on the basis 
of past experience. This first approximation should then be revised, 
upward or downward, in the light of other pertinent evidence about 
the probable course of external and internal developments (14). 

Such a line of approach, however, cannot be used in a broad 
survey of world liquidity requirements, such as the one which will 
now engage our attention. Availability of data and simplicity of 
calculation inevitably dominate the choice of measurement methods 
applicable to such comprehensive inter-temporal and inter-country 
comparisons. Their results would admittedly be too crude to deter- 
mine any precise level of reserve adequacy, but they will prove 
more than sufficient to indicate whether current and prospective 
reserve levels are likely to facilitate, or seriously hamper, the smooth 
functioning of international currency convertibility. 

The ratio of gross reserves to annual imports will be retained 
in all that follows as a first, and admittedly rough, approach to 
the appraisal of reserve adequacy. The main reason for this choice, 
I must confess, is the fact that the recent study of the IMF staff on 
World Reserves and Liquidity (15) conveniently presents such ready- 
made calculations for eleven prewar and postwar years for all regions 
of the world and for more than sixty individual countries. The 


(14) The ratio of reserves to money and other liquid claims on the banking system may 
be of particular relevance, for instance, if past “compensatory” policies have pushed the 
ratio of such liquid claims to GNP to an abnormally high level. The current status of private 
banks’ cash reserves and the strength or weakness of the legal or regulatory controls exercized 
by the monetary authorities over the banks’ credit policy will also influence the speed with 
which corrective action may be applied in case of need. 

(15) Washington, 1958. 
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second is that this ratio is the one that has been most popularized 
in all postwar discussions of the subject, and that monetary author- 
ities in many countries are apt to think of reserve adequacy in these 
terms, and to act accordingly (16). 

It should finally be noted that the estimates of monetary reserves 
used in these calculations give an exaggerated impression of 
definiteness and of comparability over time and over space. Methods 
of reporting are not uniform in all countries, and, most of all, the 
true “reserve” character of the sterling assets reported varied 
considerably over the period. The usability and acceptability of 
“transferable ”, and particularly “ bilateral”, sterling accounts were 
severely limited in the early postwar years. This was of minor 
importance to countries normally in deficit with the United Kingdom 
or the sterling area, but highly significant for countries whose 
bilateral deficits with other countries — particularly in the dollar 
area — could not be settled through the use of such sterling balances. 

Moreover, the Fund’s attempted breakdown of foreign exchange 
reserves into their major components (sterling, dollar, EPU and BIS 
claims) can only be regarded as a rough approximation. This 
qualification, once again, applies particularly to official holdings of 
sterling, for which estimates have only recently been made available 
and only for the end of 1945, 1951 and 1957 (in Economic Trends, 
May 1958, p. viii). The Fund’s estimates include as official all sterl- 
ing holdings except those held in the United Kingdom’s colonies 
and in the dollar area. 

Important as they would be for a more refined analysis, these 
qualifications are not too damaging for the broad appraisal of 
reserve adequacy to which we shall now turn. They will be duly 
noted again in the few cases in which our conclusions, based on 
rough orders of magnitude only, could be significantly affected 
by them. 


(16) My own preference would have gone otherwise to a ratio of reserves to balance 
of payments receipts — rather than expenditures — on current — rather than merely mer- 
chandise — account, but including also net private unilateral transfers which play an important 
equilibrating role in several countries’ balances of payments. The arguments that may be 
marshalled for and against this view are not worth retaining the attention of the reader, 
since the matter is only of academic interest, both methods of measurement leading to similar 
results in all but very few cases. 

Economic students should devote some time, instead, to the closely reasoned and sug- 
gestive discussion of reserve adequacy by Tisor Scrrovsxy in Economic Theory and Western 
European Integration, Stanford University Press, 1958, pp. 101-109. 
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IV. Reserve Adequacy at the End of 1957 


Reserve levels, as of the end of 1957, may be appraised first in 
the light of past experience and, secondly, with reference to what 
may be known, or guessed at, of individual countries’ own estimates 
of reserve requirements. 


The Overall Historical Record: 1913-1957. 


Gold and foreign exchange reserves for the world as a whole 
were estimated by the Fund at about 49 per cent of imports at the 
end of 1957, compared with 42 per cent in 1928 and only 21 per cent 
in 1913; and gold reserves alone to 35 per cent, compared to 32 
per cent in 1928 and only 19g per cent in 1913 (17). These estimates, 
however, exclude gold coin in circulation outside Central Banks 
and Treasuries. This exclusion is hardly defensible in view of the 
large role which private gold holdings played before the first world 
war in balance of payments adjustments. While not directly under 
the control of the monetary authorities, they often constituted a 
powerful adjunct to central bank reserves in times of difficulties (18). 
If gold circulation is taken into account, the ratio of monetary gold 
to imports shows up in 1957 as about equal to that of either 1913 
or 1928 (35 to 36 per cent). This, however, was rather low by 
previous standards (19), far lower than in the 1930’s (about 100 
per cent) and substantially lower than in the late 1940’s (55 to 
60 per cent). 

Such comparisons are not very relevant, and this for a variety 
of reasons. 

First of all, foreign exchange reserves have played since the 
first world war a much larger role in the world monetary system 


(17) International Reserves and Liquidity, p. 18. 

(18) In his study on British International Gold Movements and Banking Policy, 1881- 
1913 (Harvard University Press, 1935), W. Epwarps Beacn draws attention to the high inverse 
correlation between foreign and internal movements of gold, both in the United States 
(p- 146) and in the United Kingdom (pp. 76-77). External gold drains in settlement of 
balance of payments deficits were partly fed and offset by the simultaneous contraction in 
the internal circulation of gold coin and its reflux toward the Bank. 

(19) Spot calculations for the late nineteenth century, based on estimates of the Gold 
Delegation of the League of Nations, yielded a ratio of about 38 per cent, in 1873, 1880 
and 1890, but of approximately 45 per cent in 1868 and 1897. 
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than they did in the nineteenth century. These reserves consist 
very largely in the short-term foreign liabilities of the United States 
and the United Kingdom whose gross reserve position in relation to 
imports can no longer, therefore, be regarded as an appropriate 
measure of these countries’ liquidity. Any average ratio of gross 
reserves to imports for the world as a whole is highly misleading 
for that reason alone, and, moreover, totally unrepresentative, 
because of the excessive weight given to the abnormally high 
reserves of the United States and the admittedly low reserves of 
the United Kingdom. 

The least objectionable procedure is to consider separately the 
position of these two countries as world monetary centers, and to 
confine attention at this stage to the gold and foreign exchange 
position of countries other than the United States and the United 
Kingdom. 

The ratio of these other countries’ total reserves to their imports 
is just about equal to what it was in 1913, but substantially lower 
than in any of the other years recorded in Table I. 

We may discard immediately as far in excess of minimum 
requirements the abnormally high ratios of reserves to imports 
typical of the 1930’s. These were indeed the combined result of 
widespread devaluations and of catastrophic declines in the value of 
world trade. 

We should also discount somewhat the high reserve levels shown 
for the early years following World War II, since these were swollen 
by large holdings of inconvertible sterling, which could hardly be 
regarded as fully equivalent to international reserves. Nobody 
indeed would suggest that the international reserves position was 
more comfortable and adequate in the early postwar years than 
it is today. 

The radical institutional changes which have taken place since 
1913 and 1928 also preclude any direct comparisons with those 
years. The fact that current reserves are ower than they were then, 
however, may be retained as significant, since these changes are 
all of such a nature as would require a higher ratio of reserves to 
imports to facilitate the maintenance of convertibility in the face 
of a greater variability in national policies and of far less favorable 
conditions as to the size and direction of capital movements in times 
of crisis. It should not be forgotten, moreover, that serious worries 
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about the adequacy of reserves existed also in 1928 and had prompted 
at the time an extensive investigation by the Financial Committee 
of the League of Nations (20). 




















Taste | 
RATIO OF MONETARY RESERVES TO ANNUAL IMPORTS, 1913-1957 
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_. | All Countries, excluding the US 
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Sources and Notes: see Table in Appendix. 


Only one fact need be retained from the record examined up 
to now. Reserves at the end of 1957 were at an all time low in 
relation to the last hundred years, and had been declining at a rather 
alarming pace since the end of 1954. They represented 35 per cent 
of annual imports for all countries other than the United States 
and the United Kingdom, taken as a group. Can anything more 


(20) See above, p. 5 and footnote (3). 
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be said about the probable adequacy or inadequacy of such a level 
of reserves for the maintenance of a workable system of interna- 
tional convertibility? 


National Reserve Requirements under Convertibility. 


For reasons amply discussed in the first section of this study (21), 
the appraisal of desirable and feasible reserve levels in relation to 
imports varies enormously from country to country. In addition to 
the structural factors mentioned in this discussion and which faci- 
litate or hamper the maintenance of high reserve levels (relative 
levels of wealth and savings, ratios of bank money to total money, 
and of money and imports .o GNP, etc.), some countries are less able 
or insistent than others in restraining inflationary pressures and in 
avoiding recourse to trade and exchange restrictions. 

The Fund’s study lays great stress on the variations. A series 
of tables stresses the enormous variations in reserve ratios from 
country to country as well as from one year to another. In 
1957, reserves were only 1 per cent of imports in Bolivia, but 
137 per cent in Portugal. The number of industrial countries 
— excluding the United States and the United Kingdom — with 
reserves below 30 per cent of imports doubled — from one fourth 
to one half of their total number — between 1955 and 1957. In 
the latter year, twenty-seven per cent of the non-industrial countries 
showed reserve ratios inferior to 20 per cent, as against eight per 
cent only four years earlier. 

These wide variations conceal, however, some broad trends 
and regularities duly noted in the Fund’s report. Thus, a large 
number of non-industrialized countries unwillingly accumulated 
abnormally high reserves in wartime, but drew heavily on them 
for re-stocking and development when supplies became again 
available. The average reserve ratio for this group of countries thus 
fell from 73 per cent in 1948 to 37 per cent in 1957. Continental 
Western Europe, on the other hand, suffered heavy reserve losses 
in wartime and in the early postwar years, but more than doubled 
its reserves between 1948 and 1957. 

Within each group, some countries — such as Switzerland, 
Portugal, Venezuela, Iraq, Iran and Uruguay — persistently tend, 


(21) See particularly pp. 17 and 19-20. 
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for a variety of reasons, to maintain relatively high reserve levels, 
while others — Norway, Denmark, Yugoslavia, Israel, Malaya, 
Canada and South Africa, for instance — seem to be stisfied with 
reserve levels well below 30 or even 20 per cent of imports (22). 


VARIATIONS IN REGIONAL RESERVE LEVELS Tasxe Il 











| 
| 1928 | 1937 | 1948 | 1957 














Ltepwomeag@Gupew. .-..s« | 109 89 55 
A. Continental OEEC . . . . . . | 46 78 | 40 42 
B. Non-Industrial Areas. . . . . «. - | 62 | 58 | 73 | 37 
1. Latin America . . - - + + +) | 647 | 51 44 41 | 
2. Outer Sterling Countries . . . . . | 28 | 46 | 95 | 41 | 
3. Other Countries (1) . . . . . . |! §0 | 74 | 3° 
ee ee ee ee a ee ee” a 21 | 33 29 (| 
D. Unieed Kingdom. 2. ww lw lt lt le | 13 | 8 | 24 21 | 
E. United States oa a ee ee eee ee 85 | 358 | 303 161 
Il. In per cent of World’s Gross Reserves . . . | 100 100 | 100 | 100 
A. Continental OFKEC . ..... ==. 39 24 13 28 
B. Non-Industrial Areas. . . . . . . 25 14 | 28 az | 
1. Latin America 9 3 6 7 
2. Outer Sterling Countries os 6 5 16 | 8 
3. Other Countries (1) . . . ». «©. II 6 6 
ON a ee ae ee a I | I 2 | 3 
D. United Kingdom. . . . . .. . 6 | 15 4 | 4 
E. United States a a ee ee 29 | 46 52 | 43 





Footnote: 1. Including Japan. 
Source: International Reserves and Liquidity, Appendix Table 1, pp. 100-101. Dis- 
crepancies between these estimates and the global estimates of Table I are due to minor 


discrepancies in the Fund’s estimates themselves, but primarily to the exclusion of colonial 
territories from the present Table. 


The differences in national conditions and policies reflected in 
these estimates are not as significant as would seem at first — and 


(22) See International Reserves and Liquidity, pp. 46-55, and Table II in the text. 
Substantial reserve declines in the non-industrialized areas, however, occurred between the 
end of the war and 1948 and are not shown in the table. 
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as the Fund’s study sometimes suggests (23) — for an appraisal of 
liquidity requirements for the world as a whole, under conditions of 
monetary convertibility. There are two reasons for this. The first 
is that few of the countries with persistently low reserves account 
for a significant proportion of total world trade, while most of 
the large trading countries traditionally hold reserves well in excess 
of 30 per cent. The second is that most of the countries with low 
reserves also maintain much more stringent trade and exchange 
restrictions than the others. Both of these facts will be brought out 
in Tables III and IV below. What they suggest is that: 


I. some countries may indeed continue to hold relatively low 
reserves, but are also likely to have great difficulties in restoring and 
maintaining convertibility; 

2. the maintenance of international convertibility, however, 
depends primarily on the policies of the major trading countries, 
and the avoidance of trade and exchange restrictions by them is 
clearly related to their ability to maintain adequate reserve levels (24); 


3. the reserve requirements of the latter countries exercise 
an overwhelming influence — as compared to those of the smaller 
trading countries — on the world demand for monetary reserves. 


Table III classifies the sixty-two countries (other than the 
United States and the United Kingdom) for which reserves are 
reported by the Fund into three groups, on the basis of their average 
ratio of reserves to imports over the three most “ normal” years 
of the postwar period, i.e. 1953-1955. The number of countries in 
each group is approximately the same, but those with reserves lower 
than 33 per cent of imports accounted for only one fifth of total 
imports, and for less than one tenth of total reserves. All of them, 
moreover, were characterized by much tighter trade and exchange 
restrictions than those applied by most of the countries with higher 
reserve levels. 


(23) See, for instance, the comments on p..73 of the Fund’s study. 

(24) Bilateralism will remain confined to a very minor portion of world trade at most 
as long as the United States, Canada and Western Europe — with which most of the other 
countries’ trade also takes place — refuse to participate in bilateral agreements. The function- 
ing of the nineteenth century gold standard depended essentially on the policies of the major 
trading countries, and was never endangered by the exchange rate instability of other coun- 
tries, particularly in Latin America. The same would hold today for exchange restrictions 
outside Europe and North America. 













































I. Reserves Below 33%, of Imports: 


Ill. 


Yugoslavia (6), Denmark (13), 
Norway (15), Paraguay (16), Bo- 
livia and Chile (18), Peru and 
Spain (19), Haiti and Israel (21), 
Costa-Rica (22), Nicaragua and 
Iceland (23), Taiwan and South 
Africa (25), Malaya (26), Sweden 
(27), Syria and Finland (29), Co- 
lombia (31). 


Il. Reserves from 33% to 50% of 


Imports: 

Dominican Republic and France 
(33), Mexico, Korea and New 
Zealand (34), Philippines (35), 
Honduras and Ecuador (36), Bra- 
zil (37), Indonesia (38), Canada 
(39), Lebanon (40), Turkey and 
Belgium (42), Italy (43), Japan 
and Netherlands (45), Ireland (46), 
Vietnam (47), Venezuela (49), 
Guatamala and Salvador (50). 


Reserves above 50°%, of Imports: 
Argentina (51), Ceylon and Au- 
stria (52), Germany (54), Panama 
(56), Greece (60), Australia (61), 
Burma (76), Cuba (78), Ethiopia 
(81), Iran (85) , Thailand (89), Pa- 
kistan (101), Iraq (106), Uruguay 
(110), India (136), Egypt and 
Switzerland (137), Portugal (180). 


Total . 
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AVERAGE RESERVE LEVELS, 1953-1955 
(All countries, excluding the United States and the United Kingdom) 
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Source: International Reserves and Liquidity, Appendix Table 1, pp. 100-101. 
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The other forty-one countries accounted for 80 per cent of the 
total imports, and more than 90 per cent of the total monetary 
reserves, of the sixty-two countries taken together. They included 
all the European countries outside of Scandinavia and Iceland, and 
all the other countries with imports in excess of $1 billion a year, 
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except South Africa and Malaya. It is these countries’ policies 


'— and, of course, those of the United States and the United 


Kingdom —- that will overwhelmingly determine the fate of the 
present convertibility experiment. These policies will be very 
largely influenced, in turn, by these countries’ ability to preserve 
reserve levels sufficient to eschew unnecessary resort to trade and 
exchange restrictions. And it is the global level of these reserve 
requirements in relation to available supplies from gold production 
and other sources — primarily dollar and sterling balances — that 
will play a crucial role in determining the adequacy or ‘inadequacy 
of world reserve levels for the maintenance of convertibility 
tomorrow. 

Twelve of these forty-one countries accounted for about 60 
per cent of the total imports of the sixty-two countries taken together, 
and for 65 per cent of their total monetary reserves. Their actual 
reserve ratios in each of the eight years 1950-1957 are shown in 
Table IV. Only in three cases did they fall below 20 per cent. Two 


Taste IV 


EVOLUTION OF TWELVE MAJOR TRADING COUNTRIES’ RESERVES, 1950-1957 
(percentage ratio of reserves to imports) 
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| Preme .... 44| 20] 23| 24| 32] 44) 24| 13 | t=] s| 2] 
| Netherlands. . . 29| 24| 47| 52| 45| 40| 29| 26 i_- 4 4 | 
| Belgium... . | 38| 40] 42! 44| 41| 4go| 35; 33| —| —| 8 
_ ee 59| 46 | 39) 39| 43! 46| 41) 42) —| — 8 
| Japan. . . . . | 58] 46) 54) 37] 43) 54) 47| 24) —| 1) 7 
| Be. . s « 92| 47| 52] 93| 61| 39) 49; 68| —| —/| 8 
. eee ae 61| 26| 26) 46 30! 38 50/ 32; — 4 4 
| Switzerland. . . | 150] 120/ 138] 150/ r4r| 124) 107) 98 | — | — 8 
India. . . . . | 172] 105| 102] 146| 137| 127| 80) 43| —| —| 8 
Venezucla . . . | 56} 49/ 5t| 52) 46) 48 | 75 | 77| —|—| 8 
ane | 3 | 17 | 76 











Source: International Reserves and Liquidity, Appendix Table 1, pp. 100-101. 
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of these refer to Germany in 1950 and 1951, before that country 
had emerged from the economic and financial prostration in which 
the war had left it. The third is that of France in the middle of a 
severe exchange crisis in 1957. In seventeen other cases, reserves 
were below 33 per cent of imports. Nine of those occurred in France 
and Brazil and were accompanied by severe exchange controls. 
In all seventy-six of the other cases observed, reserves were main- 
tained throughout above 33 per cent of imports. 

The overall record of these eight postwar years strongly suggests 
that most of the major countries would aim at maintaining a reserve 
level of not less than 40 per cent in most years, feel impelled to adopt 
severe readjustment measures, if this level fell below, let us say, 
30 or 33 per cent, and consider themselves forced to adopt drastic 
measures of control in the face of any persistent or substantial 
contraction below that critical range (25). A 20 per cent level of 
gross reserves would be widely regarded as an absolute minimum, to 
be earmarked for rare emergencies such as the outbreak of war, or 
as necessary collateral for the negotiation of short or medium term 
loans abroad. 

Under normal conditions, the actual amount of reserves in excess 
of 33 per cent held by some countries would far outweigh the 
deficiencies of other countries’ reserves in relation to this level. 
There can be little doubt, therefore, that the 35 per cent average 
level reached in 1957 by all countries outside the United States and 
the United Kingdom was on the low side of any reasonable estimate 
of world liquidity requirements, and that any further contraction 
below that level would make it very difficult for a number of key 
countries to adhere firmly to the convertibility policies which they 
would otherwise be willing and eager to pursue. 

If this conclusion is accepted, two further questions must 


be asked: 


1. Is the prospective development and supply of reserves over 
the next few years likely to alleviate or intensify the present reserve 
shortage for countries other than the United States and the United 
Kingdom? 


(25) The Fund’s study (p. 48) also remarks that most industrialized countries “ appear 
to have tried to achieve reserve ratios of between 30 and 50 per cent, or perhaps 40 and 50 
per cent, in the sense that if reserves were below these levels they tried to increase reserves, 
and if reserves rose beyond some such level, they saw fit to adopt a more expansionary 


policy ”. 
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2. How should we appraise the present and prospective reserve 
position of the two center countries of the present gold exchange 
standard system, i.e. the United States and the United Kingdom? 


The next sections of this paper will try to shed some light on 
these two problems. 


V. Prospective Adequacy of Reserves over the Ten Years 1958-67 
Prospective Reserve Needs. 


The Fund’s study on International Reserves and Liquidity 
calculates the growth of reserves which would appear necessary 
over the next ten years to prevent a further decline of world reserves 
in relation to world imports. 

The Fund bases these calculations on the assumption of an 
average growth rate of 3 per cent a year. For the ten years 1957-66, 
world reserves would have to increase by $19 billion, as against 
rougly $7 billion expected from the monetization of new gold 
production and sales of USSR gold over this period. The Fund then 
proceeds to lower the required $19 billion to $8 billion by consider- 
ing as unlikely any increase in the reserves of four high reserve 
countries, i.e. the United States, Germany, Switzerland and Vene- 
zuela. The minor gap thus left between the required growth of 
reserves and the amounts expected from new gold production and 
USSR sales should not cause any serious worry, as it may easily be 
bridged, and indeed more than bridged, by a further growth of 
foreign exchange reserves — primarily dollar balances — and by a 
possible decline in private gold and dollar holdings (26). 

These optimistic conclusions are open to serious questions. 
First and foremost is the 3 per cent growth rate assumed as 
“normal” by the Fund. The data which underlie this assumption 
are presented on page 70 of the Fund’s study, and are condensed 
here in Table V. They would hardly suggest a growth rate as low 
as 3 per cent. The general picture that emerges is rather one of an 
expanding growth rate of roughly 3 to 4 per cent in the rather 
depressed period of the 1880’s and 1890's, of 4 per cent or more in 
the last decade preceding the first world war, and of 6 to 7 per 
cent a year both in the 1920’s and in the post World War II period. 


(26) See International Reserves and Liquidity, pp. 69-75. 
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AVERAGE ANNUAL RATES OF GROWTH OF TRADE 
AND MANUFACTURING, 1876-1957 


(in per cent; compound basis) 























Trade 
| oe lace 
Primary u- | facturing 
factured | Activi 
enema Products — 7 
I. During War Years and the 1930’s Depression | 
A. From 1913 to 1920 - 1 
B. From 1913 to 1921-25 - 1.5 - 2.6 0.3 
C. From 1926-29 to 1931-35 - - 1.9 — 5.7 - 1.5 
D. From 1938 to 1948 o 3-7 
| oI During “ Normal” Peace-Time Years 
A. From 1876-80 to 1901-05 . | 343 2.8 4.1 
B. From 1901-05 to 1913 | 3-5 4-7 4-2 
C. From 1921-25 to 1926-29 . 6.3 | 7.1 6.8 
D. From 1948 to 1956 | 75 6.1 
E. From 1950 to 1956 6.5 5-7 
F. From 1950 to 1957 6.3 5-1 
G. From 1951 to 1957 5-4 5-0 











Sources: Estimates for “normal” years are from the IMF study on International 
Reserves and Liquidity, Table 17, p. 70. 


Estimates for war years and the 1930’s depression have been calculated from the indices 
given in the original source (Leacue or Nations, Industrialization and Foreign Trade, 1945, 
pp- 130 and 157) and quoted on p. 104 of the IMF study. Average rates of growth for these 
years are not shown separately in this study (except for 1938-1948) but merged into average 
rates over longer periods. 


The 3 per cent rate assumed by the Fund becomes plausible only 
when “normal” peacetime experience is diluted with the abnor- 
mally low, and in fact predominantly negative, growth rates of 
wartime years and of the 1930’s world depression. An expected 
adequacy of reserves based upon the assumption of a third world 
war or of another deep and protracted world depression is hardly 
encouraging as a guide to policy. The least that should be done, 
it seems to me, would be to present alternative calculations based 
on different rates of growth, ranging from, let us say, 3 to 6 per 
cent a year. This is done in Table VI, below (27). 


(27) It might also be noted that all these calculations with reference to an assumed 
rate of physical growth leave aside the impact of price rises upon liquidity requirements. This 
is, of course, reasonable insofar as one should not plan to increase international liquidity in 
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Taste VI 


INCREASE IN RESERVES CORRESPONDING TO VARIOUS RATES OF GROWTH 
(in billions of U.S. dollars) 




















I. Over the Ten Years 1958-1967 














So ee a 18.5 | 25.8 42.3 
2. Excluding United States, Germany, Switzer- | 
land and Venezuela . . .« eos 4% et oes 17.2 
3- Including reconstitution of 40% reserve level | | 
by the U.K. and France . - « « « | 0g) 26a 24.1 | 
4- Per cent of (3) covered by assumed supplies | 
from new gold production and USSR sales . | 55% | 43% | 29 % 
| II. In 1967, on basis of assumption (3) above 
1. In billions of U.S. dollars a | i ss 2.6 | 
2. Per cent covered by assumed supplies from 
new gold production and USSR sales . . | 70% | 48% | bs%| 27% | 


Sources: 


1. Reserve estimates as of the end of 1957 are taken from the January 1959 issue of 
International Financial Statistics ($53,600 for all countries, $31,864 million for the United 
States, Germany, Switzerland and Venezucla taken together, and $3,149 million for the 
United Kingdom and France, leaving an initial shortfall of $3,883 millions of reserves for 
these two countries with relation to 40% of their 1957 import levels as estimated in the same 
publication). 


2. The estimated increase in the world’s monetary gold over the ten years 1958-1967 
($7 billion) is taken from the IMF study on International Reserves and Liquidity, p. 72. 


A second source of underestimation in the Fund’s calculations 
is the exclusion of high reserve countries — the United States, 
Switzerland, Germany and Venezuela — without any parallel 
upward adjustment for any of the iow reserve countries. On the 
contrary, the Fund’s study comments (p. 72) that “it may be 
doubted whether all other countries would in fact wish to increase 
their reserves su much”. This statement is formally correct, but 
also highly misleading. While it is probably true that not all of 
these countries will increase their absolute amount of reserves sufh- 


such a way as to facilitate or stimulate inflationary price increases. Yet, if such increases are 
not avoided in fact by the major trading countries, corresponding liquidity adaptations might 
be preferable to alternative adjustments such as gold revaluation or, certainly, a tightening of 
trade or exchange restrictions. 
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ciently to avoid a further decline in their already low reserve ratios, 
one would expect such declines to be far more than made up for 
by the reconstitution of adequate reserve levels by some at least 
of the countries which emphatically and rightly proclaim such an 
increase essential to enable them to achieve and consolidate a sati- 
sfactory rate of progress toward full currency convertibility. 

Table VI adjusts the Fund’s estimates for such an increase in 
the reserve levels of two countries only: France and the United 
Kingdom. The postulated increase in the reserves of these countries 
is one that would bring them to 4o per cent of imports. This would 
correspond, as of the end of 1957, to a $4,564 million reserve level 
for the United Kingdom and a $2,468 miilion reserve level for 
France. These figures may be compared with the $5 billion reserve 
level often mentioned as a target by the British in past convertibi- 
lity discussions, and with the $2.1 billion reserve level actually 
reached by France in the closing months of 1955. 

Even at the 3 per cent growth rate assumed by the Fund’s 
study, prospective gold supplies from new production and USSR 
sales would cover only 55 per cent of liquidity requirements over the 
ten years 1958-67. This proportion would drop to 43 per cent at 
a 4 per cent growth rate, 35 per cent at a 5 per cent growth rate and 
29 per cent at a 6 per cent growth rate. The maintenance of 
adequate reserve levels, under the above assumptions, would thus 
require increases of gold production, decreases in gold hoarding, 
or supplementary reserve supplies in forms other than gold, ranging 
from rouglily $6 billion to $17 billion over the next ten years. 

























Prospective Supplies of Monetary Gold. 





The Fund’s estimate of a $7 billion increase in gold reserves 
over the next ten years rests on far more solid grounds than its 
estimate of future reserve requirements. It is based on a previous 
and excellent staff study (28), whose main conclusions are summa- 
rized in the first three columns of Table VII. 

These estimates appear reasonable in the light of past expe- 
rience. The probable value assigned to non-monetary uses of gold 
appears high at first view, but no longer does so when compared 













(28) Oscar L. Attrman, “ A Note on Gold Production and Additions to International 
Gold Reserves ”, IMF Staff Papers, April 1958, pp. 258-288. 
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Taste VII 


SUPPLIES AND USES OF GOLD 
(Yearly Averages, expressed in millions of U.S. dollars at $35 an ounce) 


— 


= = ~ — + — 








Forecast 1957-67 Past Aver ag es 





L_| Tr tt Tt) 
| Pessi- |Opti- | Prob- |1952-/1945-1939-|1934"|1929"|1914-|1890- 
Bde _ | } , 

imistic mistic| able | 1957) 1951) 1944) 1938) 1933) 1928| 1913) 


13 
| 


| 

a ae } | } 
| 

| 

| 





| 
| 


| 

| 1. New Production (1). . | 1050) 1150) 1100) 940) 800| 1090} 970| 780| 670 520 | 
| | | | ls | 

| | | | | } 
| | 

2. USSR Sales . . ... |—(2)| 200] s00 110} 10 | 30] -10| —| — — | 
(2) | | | 





3- Total Supplies (1+2=4 


+5). - . « « « « | 1050) 1350] 1200) 1050) 810] 1120] 960) 780 670 | 520 























4. Non-Monetary Uses (1) 760) 330) 470) 500) 440|- 70|-310| 480| 280) 220 
| | | } 
| a. Arts and Industry . | 210] 130} 170} 210) 180} 100 100} 100| 140 130} 
| ob. Hoarding . .. . 450} 200) 300) 290) 260 -170|- 410 380 140 | go 
5- Monetary Uses (1) . . 390| 1020) 730) §50| 370| 1190 1270) 300} 390 300 | 
(2) | (2) | 
| 1 





(1) USSR included before 1934. 


(2) Altman’s study estimates USSR sales at $100 million throughout, and gives therefore 
a narrower range — $500 million to $920 million — for forecast additions to monetary gold. 


Sources: These rough estimates have been pieced together from the following sources: 


a. the International Monetary Fund: Altman’s study quoted above; International 
Reserves and Liquidity; and the January 1959 issue of International Financial Statistics. 


b. the statistical tables regularly published in the Federal Reserve Bulletin, and the 
article on The Private Demand for Gold in the September 1954 issue of the same Bulletin, 


PP- 935-944- 

c. the estimates on private demand for gold, regularly published since the war in 
the Annual Reports of the Bank for International Settlements; and in the Eighth Annual 
Report (May 1938, p. 45) for the period 1931-1937. 

d. the Annual Report of the Secretary of the Treasury for the fiscal year ended 
June 30, 1954, p- 294. 

e. the various reports issued by the Gold Delegation of the Financial Committee of 


the League of Nations; and particularly in its Interim Report (1930), pp. 79-84, 90-94, 
and 114-117. 
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to past experience — outside the period of large-scale dishoarding 
which followed the revaluation of gold in the early 1930’s (29) — 
if one takes into account the enormous increase in world incomes 
which has taken place since 1928. The figure given for artistic 
and industrial uses seems indeed exceedingly modest in the light 
of the League of Nations’ estimates for the period 1891-1928. Overall 
non-monetary absorption ranged from 40 to 60 per cent of total 
production in every decade from 1850 to 1929. Mr. Altman himself 
suggests (p. 287) that from one third to one half of gold production 
may continue to be so absorbed in the future. Applied to the 
production forecasts of Table VII, this would put non-monetary 
absorption within a range of $380 million to $525 million, and 
the amounts left for monetary uses between $525 million and $970 
million, with a probable value of maybe $750 million. 

The most vulnerable part of these forecasts is that referring 
to USSR gold sales to the West. All estimates of USSR gold stocks, 
gold production and gold sales are, of course, highly conjectural. 
Mr. Altman quotes estimates of $7 billion for stocks, and of $6co 
million for current production in 1957. Even more conjectural 
is the course of future USSR policy with respect to gold sales in 
world markets. An aggressive use of Russia’s gold resources to 
serve political or economic objectives would, of course, play havoc 
with all estimates regarding the prospective adequacy of future 
gold reserves. 

Finally, a word may be added about another, equally conjec- 
tural hypothesis, i.e. the possible dishoarding of gold privately 
accumulated in the past. The study on International Reserves and 
Liquidity quotes (p. 66), without sources, estimates of private gold 
hoards “ of the order of $10 to $12 billion, of which one half is 
held in Western Europe, and almost one third in France alone” 
Such estimates can only be pulled from a magician’s hat, the 
magician being in this case the well-known gold and exchange 
broker, Mr. Franz Pick (20). This estimate may be compared 
with those pieced together in Table VIII from more official sources, 
and which suggest a figure of about $21 billion for “ disappeared 
gold”, but of only $8 billion for private gold hoards. The highly 


conjectural nature of these estimates, however, especially for the 


(29) See below, pp. 37 and 38. 
(30) See Mr. Altman’s article, p. 286, footnote 57. 
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Taste VIII 
GOLD SUPPLY AND USES, 1493-1957 
(in billions of dollars, at $35 per ounce) 
Other Uses | Cumulative Amounts, at End of Period| 
Pro. | Mon- | ss | | Disagpeesed Gold | 
a ts | Mon- | = | 
lduction| °°Y | and | Hoard-| Gold | *°" | Arts | 
| Uses | Total : etary } 
} Indus-| ing tock Total | 224 | Hoard-| 
| try | Gold | *°'!| Indus-| ing 

| try 

- —— . a aoe wee — : _ } 





| } | 
| | | } | 


| 1493-1849 | 5-2 | 1.8 3-4 2.6 0.8 5-2 


1850-1869} 4.3 2.7 | 1.6 0.9 0.7 9-5 | 45 | 5.0 | 3-6 1.5 | 


1870-1889 3-7 | 164 2.3 | 1.8 0.5 13-2] 5.9 | 7.3 5-4 | 2.0 
1890-1913 | 12.5 | 7.2 | 5.4 | 3.2 2.2 | 25.7 13-0 | 12.7 | 8.6! 4.1 
1914-1928 | 10.0 5.8 4-2 | 2.3 2.0 | 35-7 18.8 








16.9 | 10.7 | 6.2 


1929-1933| 3-9 1.5 24 | 05 | 1.9 | 39:6] 20.3 | 19.3 | 11.2] 8. 


Excluding USSR and other Eastern ain | 
but including USSR Gold Sales. . . | 36.9 | 19.6 | 17.3 


10.1 | 7.2 
| | | ! j | 


1934-1938| 4.8 6.3 |-1.5 0.5 |-2.0 | 41.7 | 25.9 | 15.8 | 10.6 | 5.2 | 


| 1939-1944 | 6.7 | 7.1 |-0.4 | 06 |-1.0 | 48.5 | 33-1 | 15.4 | 11.2 | 4.2 


12.5 | 6.0 














1952-1957| 6.3 | 3.3 








| | | | 
1945-1951 | 5-7 2.6 | 3-5 | 1.3 1.8 | 54-1 | 35-7 18.5 


3-0 | 41.2 1.8 | 60.4 | 39.0 | 21.4 | 13.7 7.8 

Notes: Sources for these highly conjectural estimates have given above, under Table VII. 
Post-1934 estimates are based on Federal Reserve, IMF and BIS reports and are probably 
reasonably accurate, except for the breakdown of “other uses”, and for the cumulative 
estimates of production and “ disappeared gold”. These depend on a rough link over the 
years 1928-33 with previous estimates of the Gold Delegation of the League of Nations and 
on the validity of these estimates with respect to gold production for earlier years. Russian 
gold output up to the end of 1929 was estimated by Kitchin at £389 million (Interim Report 
of the Gold Delegation, p. 56), or about $3.2 billion in present day dollars, while our table 
would imply a figure of only $2.7 billion up to the end of 1933. Monetary gold estimates 
for earlier years include highly uncertain estimates for gold in circulation outside Central 
Banks and Treasuries. The figures given in the source for pre-1930 gold hoardings refer to 
gold hoardings in India, China and Egypt. 
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earlier years, deprives them of any real significance for policy. The 
cumulative estimates for gold hoarding in recent years are probably 
somewhat better, although still very far from reliable. They would 
suggest an increase of gold hoards of the order of $3 billion to 
$4 billion between 1913 and 1933, a decrease of about $3 billion 
between 1933 and 1944, and an increase of approximately $4 billion 
between 1944 and 1957. 

A new wave of dishoarding, similar to that of the 1930's 
might possibly reduce somewhat the prospective gap between gold 
production and reserve requirements over the next ten years. 
The total amount that could realistically be expected from this 
source, however, would be small at best. The only case on record 
in the past is that of the 1930’s, triggered off by a major depression 
and by drastic and widespread currency devaluations. Other solu- 
tions to the gold shortage problem would certainly seem to be highly 
desirable. 


The Role of Foreign Exchange Reserves. 


Foreign exchange holdings have become, in recent years, a 
far larger source of current additions to world liquidity than gold 
itself. The Fund’s study on International Reserves and Liquidity 
(pp. 72-73) recalls that “all short-term dollar balances in the last 

ecade... increased on the average by $770 million per year, and 

official balances alone increased by $650 million per year. Sterling 
balances in the past decade have naturally been reduced from the 
swollen heights they attained by the end of World War II... When 
all kinds of exchange holdings are taken together, the available 
data suggest that these reserves increased by a net total of about 
$2 billion in the past decade, or by $200 million per year ”. 

These facts are not in doubt, and confirm indeed the view 
that gold has long ceased to provide an adequate supply of inter- 
national liquidity for an expanding world economy. More than 
half of the world’s liquidity requirements have bees: derived in 
recent years from the enormous growth of foreign exchange reserves, 
and particularly of dollar balances, alongside with gold itself. The 
implications of this trend for the future stability of the world 
monetary system are, however, extremely disquieting. 

The increase of monetary reserves outside the United States 
has roughly kept pace, since the end of 1949, with the expansion 
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of these countries’ trade. Their growth over the eight years 1950- 
1957 has proceeded at an average rate of about 514 per cent a year, 
i.e. Close to the maximum rate envisaged in Table VI, above. Of 
this overall increase of $10.9 billion, however, a little more than 
a third (36 per cent) was fed from current gold production and 
USSR sales, and nearly two thirds (63 per cent) was derived from a 
continuous decline in the United States net reserves (31). 








TasLe IX 
SOURCES OF INCREASE IN MONETARY RESERVE OUTSIDE 
THE UNITED STATES, 1950-1957 
In millions | ae 
| of US dollars| of total | 
| —_ : 
Toss’ Gecvemee, Goma: sw lt ltl tl tll ll 10,936 | 100 
| 1. Decrease in US Net Reserves: 6,851 63 
a) Decrease in Gold Assets . . . . . . 1,706 16 
b) Increase in Dollar Reserve Liabilities . . . 5145 47 
2. Increase in World’s Gold Reserves . . . . 2915 36 
a) New Gold Production Outside Soviet Bloc . 7.342 | 67 
| “Le * a 635 | 6 
c) Non-Monetary Absorption (—). . . . . — 4,062 i 37 
3- Other . ° . ° ° ° ° ° ° e ° ° 170 1 
a Gomes Gem lt ll lt -1,578 | -14 
b) Claims on EPU-BIS + - * -« 1,570 14 
c) Increase in International Organizations’ Gold 
Assets (—) . . - 80 - 1 
er 258 | 2 


Sources: 


1. Gold production and gold reserves are taken or calculated from Federal Reserve 
Bulletin estimates, and USSR sales from the Annual Reports of the Bank for International 
Settlements. 


2. All other estimates are calculated from estimates in the January 1959 issue of Jnter- 
national Financial Statistics (p. 17) and from International Reserves and Liquidity (p. 103). 


This decline, in turn, did not, until very recently, give rise 
to any serious concern. First of all, the United States had emerged 
from the war with extremely high reserves, largely in excess of 
any conceivable need. A more even distribution of world reserves 


(31) See Table IX. 
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was regarded as a necessary step toward the restoration of a viable 
system of international convertibility. Secondly, only a small portion 
of the United States loss of net reserves took the form of a drain 
on its gold holdings. These declined only by $1.7 billion, or about 
7 per cent between the end of 1949 and the end of 1957. Foreign 
countries accumulated nearly half of their reserve increase in the 
form of dollar claims rather than of gold. 


Taste X 
PROPORTIONS OF GOLD AND FOREIGN EXCHANGE 


TO TOTAL MONETARY RESERVES OUTSIDE THE UNITED STATES 
AND THE UNITED KINGDOM, 1913-1957 
(in per cent) 
a eis | Foreign Exchange 














| Gold | l | ; 
| Total | Dollar | Sterling | BIS-EPU 
é ay = — 

84 16 
RD fe a ence We, 62 | 38 

| ee 13 

| 

ae ae ee | 79 | 21 | 

a 82 18 5 13 

| | 

ae a 35 | 65 8 57 

|} we... ee - | 3B 67 3 | 53 

Me 3S. saa. SAS 41 } 59 15 | 42 I 

Sy Saree ee 39 | 6: | 1 | 37 
A ae ae 41 59 18 35 4 
es & SS wr Se “ee } 41 59 22 28 6 

} } | 
MHS - ss sees | we 59 | 24 28 7 

| Se aS ¢ wee 41 | 59 26 27 6 

55 +--+ s+ eee | gz | 58 28 24 5 | 

| 1996 - +--+ +s | 43 | 57 29 | +a | 5 | 
Se a a ae 45 | 55 27 21 } 6 


Sources: See Table in Appendix. 


The question at issue is how long such a trend can be expected 
to continue. Past experience is not reassuring in this respect. 
Foreign exchange holdings — primarily pounds and dollars — 
constituted at the end of 1957 about 55 per cent of the monetary 
reserves of countries other than the United States and the United 
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Kingdom. Such a ratio does not appear excessive with reference to 
previous post-war years. Indeed, a substantially higher ratio (67 per 
cent) prevailed at the end of 1948, but most of it (53 per cent) was 
then in the form of inconvertible, and even partly blocked, sterling 
balances which could not be regarded as international monetary 
reserves in the full sense of the word. 

The growth of foreign exchange reserves during and after 
World War II repeated, but on a much larger scale, their similar 
expansion after the first world war. Foreign exchange reserves had 
then risen from an estimated $500 million (16 per cent of total 
reserves) in 1913 to $3250 million (38 per cent of reserves) in 1928. 
This trend was encouraged by the international monetary conference 
of Genoa, in the spring of 1922, as a remedy to the shortage of 
gold. It was also propagandized throughout the 1920’s by the 
United Kingdom, whose very low reserve position was considerably 
eased by foreign accumulation of sterling balances. The British 
return to convertibility in 1925 was thus assisted to a great degree 
by the maintenance of short-term balances by foreign countries in 
the London market. 

This, however, also made the British position highly vulnerable 
as these short-term funds could move in and out under the stimulus 
of changes in relative interest rates in different monetary centers 
— particularly between London and New York — and of changes 
of expectations regarding the future evolution of exchange rates 
between “London and other places. 

The seed to retain short-term funds in London by keeping 
higher discount rates in London than in New York was generally 
endorsed by Governor Strong of the Federal Reserve Bank of New 
York, and by the Governor of the Bank of England, Montagu 
Norman, but repeatedly gave rise to serious conflicts with other 
policy criteria in both countries. Unemployment and depressed 
levels of economic activities in England stimulated a clamor for 
easier credit policies, while credit restrictions were advocated in the 
United States as a necessary brake upon stock market specula- 
tion (32). 

A temporary euphoria resulted, moreover, from the outflow 
of hot money from the continent during the years of currency 


(32) See Lester V. CHanpier, Benjamin Strong, Central Banker, Brookings, 1958, 
Chapter VIII, pp. 291-331. 
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depreciation of the mid-1920’s. The reversal of this movement was 
well-nigh inevitable at some point and created enormous embarrass- 
ment in London, particularly when the French franc began its 
spectacular recovery from 260 francs to the pound to 125 francs, 
after the accession to power of the Poincaré government. The Bank 
of France had to buy pounds massively from the market to slow 
down, and finally to arrest, the appreciation of the franc. The 
partial conversion of these balances into gold and dollars began 
the hemorrhage of reserves from London. The final blow came 
in the summer of 1931, when the development of the world crisis 
put into difficulties the Credit Anstalt of Vienna, triggering off a 
financial panic which spread rapidly throughout Central Europe and 
led to further and massive withdrawals of funds from London. 

The devaluation of the pound, on September 21, 1931, sounded 
the knell of the gold exchange standard. The conversion of pounds 
into gold and dollars was accompanied and followed by similar 
conversions of dollars into gold. The foreign exchange component 
of the world’s monetary reserves was nearly wiped out in the 
process, except for the countries of the sterling area. Dollar balances 
— official and private — fell from $2.7 billion in 1929 to less than 
$0.4 billion at the end of 1933. 

Substantial exchange losses were experienced at that time, and 
once again in 1949, particularly by sterling holders. Some of the 
central banks concerned were reimbursed by special legislation, but 
saw their management sharply criticized in the course of the parlia- 
mentary debates to which this gave rise. This experience has not 
been forgotten and is likely to act as a brake on further accumula- 
tion of foreign exchange reserves beyond the swollen levels which 
they have already reached. Any drop in the interest rates available 
on such short term balances, or any impairment of confidence in 
the future stability of the center countries’ currencies, would slow 
down further the accumulation of foreign exchange balances by 
central banks, and might even stimulate substantial conversions of 
existing balances into gold. 

It seems most unlikely, therefore, that the growth of dollar 
or sterling balances can provide a lasting solution to the inadequacy 
of gold production to satisfy prospective requirements for interna- 
tional liquidity in an expanding world economy. The problem 
has been postponed in this manner after World War II, exactly as 
it was after World War I. Time, however, is running short, and 
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the danger is increasing daily that further inaction and complacency 
may lead to a repetition, in a different form, of the 1931 collapse 
of the gold exchange standard. 

Before coming to such a conclusion, however, we should now 
turn to a brief examination of the reserve position of the two 
center countries of the present international monetary system, i.e. 
the United Kingdom and the United States. 


Vi. The Position of the Center Countries 


The United Kingdom and Its Sterling Balances. 


Sterling balances made up, at the end of the war, the overwhel- 
ming bulk of official foreign exchange holdings. They reached, 
according to the Fund’s estimates (33), the equivalent of $12.1 
billion at the end of 1947, i.e. 88 per cent of total official foreign 
exchange balances, as against 12 per cent for official dollar balances. 

Total sterling balances, official and private, exceeded $14 
billion, i.e. about 288 per cent of the United Kingdom’s annual 
exports. Such huge balances would not, of course, have been 
accumulated during the war, and retained after the war, without 
a considerable element of compulsion. Large amounts of them were 
blocked by British regulations, and other holdings were subject 
to various degrees of restrictions on their use, ranging from full 
convertibility — but at the cost of severe import restrictions — for 
the insignificantly low balances held in the dollar area, to purely 
bilateral accounts in the case of countries outside the sterling and 
the transferable area systems. 

The dismal failure of the brief 1947 convertibility experiment 
amply demonstrated the need for a substantial reduction — rather 
than further expansion — of sterling balances. The spectacular 
progress achieved in this direction in the following ten years was 


(33) See, however, p. 21 above. Official sterling holdings at the end of 1945 were 
reported in Economic Trends (May 1958, p. viii) as equivalent to about $11 billion inclusive 
of British colonies, and $10 billion if colonies are excluded. No comparable figures are 
available for 1947. The total of sterling balances — official and private — declined only 
slightly — by about $280 million — between these two years, a total reduction of approxi- 
mately $520 million in private and official holdings outside the British colonies being partly 
offset by the concomitant increase ($240 million) in colonial holdings. 
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a clear prerequisite for another, and less ephemeral, return to 
convertibility. 

Measured in sterling terms, the overall reduction would seem 
very modest. Total non-territorial sterling balances fell only from 
3-5 billion pounds in 1947 to about 3.1 billion pounds in September 
1958. Moreover, a substantial portion of this decline is offset by 
increased sterling holdings of IMF and EPU, and by other short or 
medium term official British borrowings in the United States. 

The improvement must indeed be measured in other ways. 
The actual burden of the sterling balances was, first of all, greatly 
reduced in dollar and in commodity terms by the sterling devalua- 
tion of 1949 and by a rise of more than 50 per cent in British export 
prices. The simultaneous expansion of nearly 80 per cent in export 
volume has also increased the normal demand for sterling balances. 
Thirdly, sterling balances held outside the sterling area have been 
more than halved, even in sterling terms, the largest part of this 
decline being accounted for, however, by a considerable increase 
in the more easily controllable holdings of colonial territories. 

All in all, sterling balances today bear about the same relation 
to British exports as they did in 1938, and those held outside the 
sterling area represent only 20 per cent of annual imports, as 
against 44 per cent in 1938. Official balances of non-sterling 
countries were estimated in 1957 at less than $850 million, compared 
to more than $3.2 billion at the end of 1945. 

Confidence in sterling has also increased considerably with 
other, and multiplying, signs of Britain’s postwar recovery. The 
most striking of these are the increase in the United Kingdom’s gold 
and dollar reserves since the end of 1957, and the large and growing 
surpluses on current account displayed by the balance of payments 
in 1957 ($0.9 billion) and in 1958 (more than $1 billion in the 
first half of the year only). 

It is not unlikely, therefore, that the forthcoming months may 
witness a considerable demand for sterling balances by foreign 
countries. Sterling balances of non-sterling countries had indeed 
increased already by $325 million in the first nine months of 1958, 
previous to the convertibility decisions of the end of the year. 

Further increases may be expected as a result of two features 
of the European Monetary Agreement which have not received 
all the attention which they deserve from economists and financial 
analysts. The first is that all OEEC countries are now free to accu- 
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c. Non-Sterling Area . . | 0.7 | 1.2) 5-0 | 2.7) 1.9] 1.6] 1.9 
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Footnotes: 


1. Official dollar balances include small amounts of “ bonds and notes”, reported only 
since 1949 and for which no breakdown is available between official and private holdings. 

2. Sterling balance estimates for 1928 are from the (Macmillan) Committee on Finance 
and Industry Report (London, 1931), pp. 42 and 301. Those for 1932 are from the BIS 
study on The Sterling Area (Basle, 1953) and actually refer to the end of 1931. The 1938 
estimate is taken from the Twenty Second Annual Report of the BIS (Basle, 1952), p. 172. 
These are probably fairly rough estimates, not fully comparable with postwar estimates as 
regularly published in Economic Trends. 

3. Dollar balance estimates for the end of 1958 combine short-term liabilities as of the 
end of November with bonds and notes as of the end of September. Sterling balance estimates 
are as of the end of September. 
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mulate sterling reserves if they so wish, while they were debarred 
from doing this under the monthly compensation machinery of 
the EPU Agreement. The second is that such holdings will enjoy 
a firm exchange guarantee in terms of the U.S. dollar, under 
Article 11 of the European Monetary Agreement, while dollar 
holdings will not benefit from any similar guarantee in terms of 
sterling. Although any devaluation of the dollar with relation to 
sterling may now appear as a very remote and improbable contin- 
gency, this difference of treatment should not be entirely forgotten. 
More immediately significant, however, is the fact that European 
central banks are now free to accumulate sterling, if they so choose, 
without taking any exchange risk in the case of a devaluation of 
sterling with respect to the dollar. A substantial lowering of 
interest rates in New York compared to London might thus easily 
induce considerable shifts of short-term balances from dollar to 
sterling assets. 

In spite of this, little reliance should be placed on the future 
growth of sterling balances to fill the prospective gap between 
gold production and world reserve requirements. 

The main reason for this is that gross British reserves are 
still very low in relation to short-term sterling liabilities. The 
difficulties repeatedly encountered by Britain for that very reason, 
iN 1931, 1947, 1949, 1951, 1953 and 1957 are likely to induce her to 
match any increase in sterling balances by equivalent, or more than 
equivalent, increases in her own reserve assets. Little net additions 
to world liquidity should, therefore, be expected from this source. 


The United States and Its Dollar Balances. 


The prospective growth of dollar balances offers, at first view, 
more promising possibilities. In spite of their enormous increase 
since the war, dollar balances still do not appear excessive in rela- 
tion to United States exports. The ratio of the first to the latter 
(87 per cent) is only slightly larger than in 1938, and still well 
below the corresponding ratio for the United Kingdom (97 per cent). 
In sharp contrast to the British case, moreover, our gold stock 
is still substantially larger than our total short-term liabilities 
abroad. 

It is indeed the persistent decline in our net reserve position 


which has been, by far, the major source of supply for the very 
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satisfactory growth of other countries’ reserves since 1949 (34). This 
fact received little public notice as long as the drain on our reserves 
took the form of an increase in our short-term dollar liabilities 
abroad rather than in a loss of gold from Fort Knox. From 1949 
to the end of 1957, our gold stock decreased only by $1.7 billion, 
or about 7 per cent, while our dollar liabilities more than doubled, 
from $8.2 billion to $16.6 billion. 

This rapid growth of dollar balances during the postwar years 
reflected, at least in part, the substitution of convertible dollars for 
inconvertible sterling in world settlements and world reserves. This 
throws further doubt on the likelihood of any continued and inde- 
finite accumulation of dollar balances abroad on a scale comparable 
to that experienced during the last decade. The prediction which I 
had ventured in this respect in the spring of 1957 (35) seemed to 
find some confirmation in 1958. In the first nine months of that 
year, foreign countries’ short-term dollar holdings — including 
bonds and notes — rose by less than $300 million, while net gold 
purchases from the United States totalled $1.900 million, and 
climbed further to $2,300 million by the end of the year. 

The United States gold losses of 1958 are beginning to create 
some concern about the continued deterioration in the country’s 
net reserve position. The excess of gold reserves over short-term 
liabilities to foreign countries — including bonds and notes — has 
declined continually from $18.2 billion at the end of 1949 to $5.8 
billion in September 1958, i.e. at an annual rate of more than 
$1.3 billion over the years 1950-1957, and of nearly $3 billion 
during the first nine months of 1958. 

Such a movement obviously could not continue indefinitely 
without ultimately undermining foreigners’ confidence in the dollar 
as a safe medium for reserve accumulation. The time will certainly 
come, sooner or later, when further accumulation of short-term 
foreign liabilities will either have to be slowed down or substantially 
matched by corresponding increases in our already bloated gold 
assets. If this were not done on our own initiative, foreign central 
banks would do it for us by stopping their own accumulation 
of dollar assets and requiring gold payment instead for their overall 
surplus with the United States. 


(34) See above, pp. 38-29 and Table IX. 
(35) Europe and the Money Muddle, Yale University Press, 1957, p. 297- 
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As in the case of sterling balances, therefore, further increases 
in dollar balances cannot be relied upon to contribute substantially 
and indefinitely to the solution of the world illiquidity problem. 


Vil. The Gold Exchange Standard 


Before discussing other possible remedies, it may be advisable 
to broaden our understanding of the problem by inserting it into 
a larger historical context. The problem indeed is not new, although 
it has manifested itself in many different forms in past history, and 
been solved in a great variety of ways. 

It is not necessary to accept any rigid version of the quantity 
theory of money to recognize that some link has always existed 
between monetary expansion and economic growth. The link is a 
loose one, and does not in any way imply a simple causal relationship. 
Monetary expansion will not automatically ensure economic growth. 
It may, however, stimulate it. What is even clearer, and more 
relevant to the present discussion, is that economic growth is 
almost certain to be arrested or slowed down at some point if the 
way cannot be found to ensure a parallel — although by no means 
proportionate — increase in monetary liquidity. 

Previous to the large-scale development of banking institutions 


_ in the nineteenth century, gold and silver remained for many 


centuries the main source of supply of new money in the West. 
Their relative abundance or scarcity could not fail to play an 
important — although neither decisive nor exclusive — role in the 
evolution of prices and of economic activity. Every economic 
historian has stressed, for instance, the impact exercized in this 
resvect by the influx of gold and silver into Spain and into Europe 
following the discovery of America. Long waves of economic activity 
in the nineteenth century — the so-called Kondratieff cycles — have 
similarly been related by many economists to the uneven pace of 
gold discoveries and production. Economists, however, are prone 
to stress the originality, rather than the conformism, of their views, 
and to emphasize the differences of interpretation that distinguish 
them from their colleagues, rather than the common ground on 
which they would all meet. Their basic agreement on the points 
mentioned above is thus often veiled by controversies over the 
relative weight to be given, in the analysis of events, to monetary 
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and real factors and over the “causal” direction which runs 
between the first and the latter. We are here, however, looking 
at the forest rather than at the trees, and these differences do not 
invalidate the broad conclusion that a lag in monetary expansion 
may act at times — and often has acted in the past — as a brake 
on the rate of economic development. 

For many centuries, the repeated debasement of coinage con- 
stituted the main escape from the difficulties resulting from the 
failure of gold and silver supplies to keep pace with the monetary 
needs of individual countries (36). The stability exhibited by the 
major Western currencies with respect to gold throughout the 
nineteenth century was unprecedented in history. It was largely 
the product of an enormous expansion in gold production and of 
the large-scale development of paper currency and deposit-money 
as adjuncts to gold and silver in monetary transactions. 

These new forms of money, however, were now national, 
rather than international, and the maintenance of exchange rate 
stability became dependent on their convertibility into internatio- 
nally acceptable money by the issuing institution. The incidence 
of this on the problem of international reserves has already been 
traced in the earlier sections of this study. All that we need observe 
at this stage is the economy in the use of scarce gold supplies 
which was effected by the gradual shift of gold coin from circulation 
in the public to the reserves of the banking system and, later on, 
from private circulation and bank reserves to the reserves of a 
single national institution, i.e. the Treasury or Central Bank. The 
latter phenomenon was one of the three major remedies applied 
to the shortage of gold reserves in relation to the vastly expanded 
circulation of national paper money and bank deposits during and 
after the first world war. Gold reserves nearly doubled between 
1913 and 1928, passing from $4.9 to $10.0 billion — including 
Russian gold — but of this total increase of $5.1 billion less than 
half ($2.3 billion) was derived from the excess of new gold produc- 
tion over non-monetary absorption, and about 55 per cent ($2.8 
billion) from the contraction of monetary gold outside Treasuries 
and Central Banks. 


(36) The gold content of the French “ livre tournois * gradually fell, for instance, from 
about 3.2 grams of fine gold in 1351 to 0.29 grams in 1795, #.e. a debasement of more 
than go per cent. The fine gold content of British coinage fell somewhat less, by 77 per cent, 
between 1257 and 1816. 
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The second remedy lay in the drastic devaluation of many 
currencies with respect to gold, and to the consequent revaluation 
of gold reserves in terms of national currencies. 

These two categories of measures did not succeed in restoring 
fully the prewar proportion of gold reserves to the currency issues 
and other sight liabilities of central banks. The ratio of the first 
to the latter dropped from 48 per cent in 1913 to about 4o per cent 
in the late 1920’s (37). 

The third remedy resorted to during this period was, as already 
noted in previous sections of this paper, a much wider reliance on 
national key currencies — primarily sterling and dollars — as 
additional components of world monetary reserves. By combining 
the above estimates with the IMF estimates of foreign exchange 
reserves ($500 million in 1913 and $3,250 million in 1928) one 
arrives at a ratio of total reserves to sight liabilities of 53 to 54 
per cent, both in 1913 and 1928. 

Such world averages, however, concealed wide variations in the 
reserve position of individual countries. Approximately half of the 
world’s reserves were concentrated in 1928 in two countries only, 
France and the United States, while the gold reserves of the Bank 
of England ($750 million) were less than a fourth of sterling 
deposits and bills held or accepted in London on foreign account (38). 

The increasing use of foreign exchange balances as a remedy to 
world illiquidity under the new gold: exchange standard had thus 
fatally weakened the reserve position of the country on which 
the system was primarily dependent for its continued operation. 
The collapse of the major key currency of the system in 1931 
inevitably sucked other currencies in the whirlpool, and entailed 
the temporary breakdown, not only of sterling, but of the interna- 
tional monetary system itself. 

An unprecedented degree of international liquidity was never- 
theless reached in the 1930’s, in spite of the near-disappearance of 
the foreign exchange component of world reserves. This, however, 


(37) Interim Report of the Gold Delegation of the Financial Committee (League of 
Nations, Geneva, 1930), p. 94. 

(38) Expressed in pounds sterling, the gold reserves of the Bank of England at the 
end of 1928 were about {£154 million. Deposits and sterling bills held in London on 
foreign account — including advances to the discount market — totalled £500 million. 
Acceptances on foreign account totalled another £200 million. See the (Macmillan) Com- 
mittee on Finance and Industry Report, London, 1931, p. 301. 
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came as the by-product of widespread currency devaluation and, 
most of all, of a drastic and prolonged contraction in the volume 
and value of world trade. Deflation, devaluation and restrictions 
were the three sources of the unwanted levels of international 
monetary liquidity of the 1930’s. They also reflected, at least in 
part, the vulnerability imparted by the gold exchange standard to 
the monetary centers of the system and transmitted through them 
to the world monetary system itself. 

The basic absurdity of the gold exchange standard is that it 
makes the international monetary system higly dependent on indi- 
vidual countries’ decisions about the continued use of one or a few 
national currencies as monetary reserves. In the absence of any 
widespread doubts about exchange rate stability, the choice of such 
currencies as reserves normally falls on the currencies of the countries 
which play a major role in world trade and finance. Sterling, the 
dollar and, subsidiarily, the French franc thus became the main 
reserve currencies in the 1920’s. When doubts about the future 
stability of exchange rates begin to develop, however, the weaker 
currencies quickly tend to be eliminated from this competition, and 
the choice of reserve currencies narrows down to the strongest, 
hardest, and thus safest, currencies in world trade and settlements. 
When even these begin to be questioned, a further shift to gold 
may bring the gold exchange standard to an end and move the 
world back toward the previous gold, or gold bullion, standard. 

The gold exchange standard may, but does not necessarily, help 
in relieving a shortage of world monetary reserves. It does so only 
to the extent that the key currency countries are willing to let 
their net reserve position decline through increases in their short- 
term monetary liabilities unmatched by corresponding increases in 
their own gross reserves. If they allow this to happen, however, 
and to continue indefinitely, they tend to bring about a collapse of 
the system itself through the gradual weakening of foreigners’ 
confidence in the key currencies. 

This happened to the United Kingdom in 1931. The collapse 
was then brought about by large. shifts of sterling balances into 
gold and dollars, leading to the devaluation of sterling. It happened 
again as a consequence of wartime developments and resulted then 
both in the 1949 devaluation and in the protracted inconvertibility 
of sterling and recurring balance of payments crises of Britain throu- 
ghout the postwar years. 
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This explains the division of views which has developed in 
recent years in the United Kingdom about the relative advantages 
and disadvantages flowing to its own economy from the wide use 
of sterling as an international currency (39). It may also help 
explain why other countries, such as Switzerland and Germany, 
have tried so far to discourage, rather than welcome, the use of 
their national currency as international reserves. 

The weakening of the sterling position, and of other major 
world currencies, after World War II concentrated the choice of 
all countries upon the United States dollar as the hardest, and thus 
safest, medium for the investment of their foreign exchange reserves. 
It brought coal to Newcastle in the form of “ unrequited ” lending 
by the rest of the world to the main creditor country. This added to 
the difficulties which the United States already confronted in 
developing a sufficient level of met capital exports to finance its 
large surpluses on current account and avoid an aggravation of 
the dollar shortage. 

To the extent that we succeeded in doing this, however, we 
also tended, inevitably, to adjust our overall balance of payments 
on current and U.S. capital account — including official grants and 
loans — to the persistent inflow of foreign short-term balances 
into our market, and to weaken correspondingly our net reserve 
position to a point beyond which neither we, nor probably foreign 
countries, would wish to venture much further. As we have 
already seen, the mere slowdown of this foreign capital inflow 
resulted in 1958 in a relatively large gold outflow. If the latter 
persists, or reasserts itself at a later date, we shall have to undertake 
some complex readjustments in our economic policies, in order to 
restore long-run equilibrium in our international transactions. 

The relatively small role of external transactions in relation to 
GNP, and the enormous strength and resiliency of our economy, 
should facilitate these necessary readjustments, and rule out diffi- 
culties of the kind previously encountered by Britain. Only an 
incredible complacency on our part could bring us to the point 
where the weakening of our reserve position might finally stimulate 
massive conversions of foreign countries’ existing dollar balances 
into gold, and force us to suspend or modify the legal gold cover 
requirements of the Federal Reserve System. Even this could, in 


(39) See particularly A.C. L. Day, The Future of Sterling, Oxford Press, 1958. 
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any case, be done easily if economic considerations did not risk, 
at that stage, to be overshadowed by irrational, but powerful, psy- 
chological and political forces. Is it too fanciful to imagine that 
the Daughters of the American Revolution might then clamor for 
an embargo on gold sales or shipments abroad, and that the threat 
of any such action might precipitate the conversion of existing dol- 
lar balances into gold and force the authorities to resort to such 
drastic measures, no matter how unnecessary these would have 
been in a calmer environment? A gold embargo would, however, 
entail nearly inevitably — even if only temporarily — a de facto 
depreciation of the dollar with respect to gold. Other currencies 
would probably find themselves involved in the process, as any 
expectations of a dollar depreciation in relation to gold would 
almost certainly be accompanied by expectations of a similar depre- 
ciation of other currencies, and would prompt legal or illegal flights 
into gold or real assets, abroad even more than in the United States. 

I do not wish to suggest that such dramatic developments are 
in the least probable. They are, on the contrary, totally unlikely 
to occur. The United States authorities are well aware of the problem 
and determined to tackle it long before the danger point is reached. 
The real danger which we face is not that of a dollar collapse. It is 
the fact that such a collapse can ultimately be avoided only through 
a substantial slowdown of the contributions to world liquidity derived 
in the last nine years from the persistent weakening of our net 
reserve position. The solution of the dollar problem will thus 
involve a reopening or aggravation of the world liquidity problem. 


Vill. Summary and Conclusions 


The world’s normal requirements for monetary reserves appro- 
priate to the maintenance of convertibility by major trading countries 
are likely to exceed considerably — by $5 billion to $15 billion — 
over the next ten years the contribution which may be expected 
for that purpose from current levels of gold production (40). 





(40) Including about $200 million a year of Russian gold sales to the West. The 
conclusions of this paper would, I must admit, be thoroughly upset if the USSR decided to 
use aggressively its vast gold stock in world markets, for economic or political purposes. 
Depending on the policies adopted on both sides of the famed iron curtain, this could either 
save or definitely wreck the gold standard as an international monetary mechanism. 
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This gap is unlikely to be filled by the supplementary contribu- 
tions to world liquidity that may be derived from the further growth 
of dollar, sterling, and other national currency balances as media 
for reserve accumulation. 

In the absence of any specific planning and policies, the grow- 
ing inadequacy of world reserves would be most likely to lead, 
within a relatively short span of years, to a new cycle of interna- 
tional deflation, devaluation and restrictions, as it did after 1929. 
Such a cycle might possibly be triggered off by unfavourable eco- 
nomic developments outside the center countries themselves, but 
its international spread would begin with the difficulties which the 
United States or the United Kingdom might experience as a result 
of any considerable slowdown or reversal of the inflow of foreign 
funds to their markets. The lessons of the 1930’s and the radical 
changes which have taken place since then in governmental attitudes 
and policies would probably rule out any widespread recourse to, 
or acceptance of, internal deflation as a method of adjustment. 
Devaluation and restrictions would be the most likely outcome of 
such a situation. 

Fortunately, a sufficient number of people are now alert to 
these dangers, and we have witnessed during the last year some 
modest beginnings toward advance planning in this field. The 
proposed expansion of the International Monetary Fund’s quotas 
by 50 per cent, and of the International Bank’s capital by roo per 
cent are steps in the right direction. A less publicized, but important 
feature of the European Monetary Agreement is the exchange 
guarantee provided by it on all balances held by any participating 
country in the currency of any other participating country. .This 
provision may indeed encourage a broader use of European currencies 
— and particularly sterling — as reserves by the countries concerned. 
Finally, the implementation of the provisions of the European Eco- 
nomic Community Treaty relating to coordination of economic and 
monetary policies and the adjustment of balances of payments 
within the Community may also lead to fruitful developments in 
the future. 

Far more comprehensive measures than those adopted so far 
remain necessary, however, to adapt the old gold and gold exchange 
standards to the needs of our times and to provide the world with 
a viable framework for international payments in an expanding 
world economy. The most promising line of approach to a long- 
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term solution of the problem lies in the true “ internationalization ” 
of the foreign exchange component of the world’s international 
reserves, protecting the world monetary system from the instability 
resulting from arbitrary shifts from one reserve currency into another 
or into gold. Such a solution should be regarded as the normal 
culmination of one of the techniques used in the past to adjust the 
monetary system to the requirements of an expanding economy, i.e. 
the gradual withdrawal of gold coin from active circulation, and 
its concentration into the monetary reserves of national central 
banks. Its adoption can also develop only gradually at best, and 
premature or overambitious plans such as embodied in Keynes’ 
famous Proposals for an International Clearing Union would be 
doomed to failure today, as they were in 1943. 

It is to be hoped, however, that more modest and feasible 
agreements may prove negotiable in time, both regionally and 
internationally. Three institutions should normally take the lead 
in this respect: the European Economic Community, the Organiza- 
tion for European Economic Cooperation, and the International 
Monetary Fund. The possible scope and line of action of each will 
be discussed in a forthcoming article in this Review. 


Yale University Rosert TRIFFIN 
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: es a ee 1913 1928 | 
Gold Gold 
Re- Circul-| Total Re- _| Circul-| Total | 193? 
serves . serves ; | 
ation ation | 
icuiliiiiieaeac — seat | 
I. Gold . , 4-03 | 3-57 7:60 | 9.76| 1.04 ened 11.35 
A. United States . 1.29 | 0.63 | 1.92] 3-75 ' 0.40] 4.15 | 4:05 
B. Other , 2.74 | 2.93 5.68 | 6.01 | 0.64 6.65 | 7.30 
. United een 0.17 | 0.60] 0.77| @75| 0.09 0.84 0.58 
2. Other . % 2.58 | 2.33 4-91 | 5-26] 0.55 5.81 6.72 
Il. Foreign Exchange 0.50 3-25 | 1.00 
A. United Kingdom . | — } — | }; o— 
| a -~ |= |] | 
2. EPU-BIS ... | _ ;— | — 
| ; | | | 
3. Discrepancy . . | _— as |- 
B. Other | 0.50 | 3-25 1.00 
1. Dollar 
2. Sterling . 
3. EPU-BIS 
4. Discrepancy 
Ul. Total . _ 4-53 | 3-57 | 8.10| 13.01 | 1-04 | 14.05 | 12.35 
A. United States . 1.29 | 0.63 1.92 3-75 | 40 4-15 4.05 
B. Other : | 3.24 | 2.93 | 6.18 9-26 | 0.64 | 9.90 8.30 
. United Kingdom | 0.17 | 0.60 | 0.77] 0.75 | 0.09 | 0.84 / 0.58 | 
2. Other .. . | 3-08 | 2.33 | 5-41 8.51 | 0.55 | 9.06 7-72 
| [V. Imports . . 21.0 30.6 12.71 
A. United States . 1.8 4-4 1.34 
B. Other ; | 19.2 26.2 11.37 
. United Kingdom 3-7 5.8 2.28 
2. Other 15-5 20.4 9.09 
V. Gross Reserve Ratio (°/,) | 22 17 39 43 3 | 46 97 
A. United States. . . 72 35 107 85 9 | 94 302 
B. Other .. | 15 32 35 2 | 38 73 
. United tate 5 16 | 21 13 I 14 26 
o@er 1... ss | Col 35| 42 3 44 85 
| ! | 





Sources and Footnotes: 


1. Most of these estimates are derived from IMF gold, foreign exchange, and trade 
statistics, and exclude International Organizations and the Soviet Area countries. 


International Financial Statistics’ most recent (February 1959) Tables have been used for 
the years 1937 and 1950-1957; Appendix Table 3 of International Reserves and Liquidity for 
foreign exchange estimates for the years 1947-1949; and Appendix Table 2 of the same study 
for gold estimates for ‘1947-1949, and for both gold and foreign exchange estimates for 1938. 


2. Other sources were used to check and complete the estimates for 1913, 1928, and 
particularly 1932. Preference was given for this purpose to the gold reserve statistics of the 
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; NDIX 


2 =| CALCULATIONS, 1913-1957 
f ' U.S. dollars) 


1947 1945 1949 1950 | 195! 1952 1953 1954 1955 1956 1957 


32-40 32-75 33-15 | 33-83 | 33-94 | 33-94 34-37 34-98 35-46 36.10 37-36 | 


22.87 24.40 24.56 22.82 22.87 23.25 22.09 21.79 21.75 22.06 22.86 | 
9-53 8.35 8.59 | 11.01 11.07 10.64 12.28 13.19 13.71 14.04 14.50 
2.02 1.60 1.35 | 2.90 2.20 1.50 2.30 2.55 2.05 1.80 1.60 


7-51 6.75 7.24 8.11 8.87 9.19 9-98 | 10.64 | 11.66 | 12.24 | 12.90 | 
, 13-90 13.90 10.85 13.70 13-15 | 13.58 14.62 15-55 16.02 16.70 | 16.24 











0.21 0.40 0.40 0.77 0.17 | 0.46 0.25 0.25 O11 | 0.37 | 0.77 
0.06 0.25 0.34 | 0.40 0.13 | 0.35 0.22 0.21 0.07 0.33 | 0.67 
—- | — — | 0.23 —- | = —- | — — — | — 
0.15 0.15 0.06 0.14 0.04 | OI 0.03 | 0.04 0.04 0.04 0.10 | 
13-69 | 13.50 10.45 12.93 12.98 | 13-12 | 14.37 | 15.30 15.91 16.33 | 15.47 
1.79 | 2.65 2.71 | 4.05 3-91 | 4-90 5-83 6.84 7.80 8.22 | 7-53 
12.15 10.77 7.41 7.78 7-65 6.33 6.83 | 6.98 6.59 6.22 | 5-84 
— | 0.05 O.11 0.43 0.86 | 1.44 1.62 1.57 1.41 1.51 | 1.68 
-0.25 | 0.02 0.21 | 0.67 0.56 | 0.45 0.09 -0.1.9 O.11 0.38 | 0.43 
46.30 | 46.65 44-00 | 47-53 47-09 | 47-53 49-00 | 50.53 51.48 52.80 | 53-60 
22.87 | 24.40 24.56 | 22.82 22.87 | 23.25 22.09 21.79 21.75 | 22.06 22.86 
23-43 | 22.25 19.44 24.71 24.22 24.28 26.91 28.74 29-73 30.74 30.74 
2.23 | 2.01 1.75 | 3-67 2.37 | 1.96 2.55 2.80 2.16 2.17 | 2.37 
21.20 20.24 17.69 21.04 21.85 | 22.32 24.36 | 25.94 | 27.57 28.57 28.37 
53-30 60.05 59-91 59-34 81.40 80.20 76.57 79.61 88.98 98.21 107.39 
6.55 8.06 7-53 9-60 11.88 11.66 11.79 11.05 | 12.37 13.80 14.17 
46.76 52.00 | 52.38 49-74 69.52 68.53 | 64.78 68.56 76.61 84.41 93-22 
‘ 7-34 8.37 8.52 7.31 10.93 9-74 9.36 9-45 10.87 | 10.88 11.41 
39-42 43-63 43-86 42.43 58.58 58.80 | 55-42 591r | 65.74 73-53 81.80 


87 78 73 80 58 59 | 64 63 58 | 54 50 

349 303 326 238 193 199 | 187 197 176 160 161 

| | 50 43 37 | 50 35 35 | 42 42 | 39 36 | 33 
30 24 21 | §0 22 20 | 27 | 30 | 20 20 | 21 

54 46 go | 50 37 38 44 | #44 42 | 39 35 


i Federal Reserve Banking and Monetary Statistics (Washington, 1943), pp. 544-555, and to 
the estimates of gold circulation of the Gold Delegation of the Financial Committee of 
the League of Nations (1930 Interim Report, pp. 114-117 for 1913, and the 1932 Report, 
pp. 78-83 for 1928). Foreign exchange estimates for 1932 had to be pieced together from 
other League of Nations publications (particularly Ragnar Nurkse’s International Currency 
Experience, League of Nations, 1944) and can only be regarded as a rough approximation. 

3. Slight differences in the inclusiveness of estimates covering such an extended period 
of time are well-nigh unavoidable and introduce a corresponding margin of error in all 
calculations based on this Table, particularly for the years 1913-1949. 











Economic Growth in Western Europe 
1870-1957 () 


In the post-war years there has undoubtedly been very great 
economic progress in Western Europe. Output and productivity have 
risen very fast, investment has been high, employment has been 
at very high levels, and although we shall not be analysing them 
in this article, trade has risen faster and growth has proceeded with 
much less interference from periodic waves of recession than was 
the case historically. The purpose of this study is to try to put 
the post-war experience into historical perspective in order to 
provide some criteria for measuring post-war performance, and also 
to find out whether the nature of economic growth in the Western 
economies has been transformed, or whether the achievements of 
the past decade are due to special, and perhaps temporary, 
circumstances connected with recovery from war and the great 
depression of the 1930s. 

The study arose from attempts by the author to make long-term 
forecasts of economic growth for European countries, in which 
many unanswered questions arise. What has been the “normal ” 
rate of growth of output and productivity in Europe, excluding 
times of war and major recession? What degree of recovery or 
abnormality has there been in post-war rates of growth? What 
is the normal capital-output ratio, or the ratio of investment to 
output? For the U.S., the answers to these questions are much 
easier, not only because there are more statistics, but because the 
experience of growth has been interrupted only once in this 
century — by the Great Depression. In Europe, the statistical 
information for any one country is not as good as in the U.S. 


(*) This article was made possible by the award to the author of a NATO research 
fellowship. I am indebted to my colleague Olaf Saetersdal for advice on the adjustments 
which I have made to the historical figures of GNP. 
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for the past 50 years, but by collecting the best available data for 
several European countries, analogies can be found which are useful 
for analysing the past or forecasting the future of any one of 
them. Such a study should also be useful in throwing up any 
inconsistencies or errors in the original data, for an estimate of 
output or productivity which may be plausible for one country 
might be questioned when compared with divergent developments 
in a neighbouring country with similar resource endowments, factor 
costs, social institutions, rates of investment and political structure. 


Output 


In this article, we have chosen GNP as our measure of output 
because it is a more embracing concept than the other main measure 
available — industrial production — and thus reflects better the 
output of the whole community. Industrial production would give 
too optimistic a picture of growth in societies which have been 
steadily increasing their degree of industrialisation. It is also 
necessary in the analysis of economic growth to examine other 
significant variables which are only available on an aggregative 
basis — such as the labour force, the rate of investment, or the. 
capital stock. Furthermore, there is now some agreement in 
Europe as to how to define Gross National Product, thanks to the 
efforts of the OEEC, and there are reasonable historical estimates 
available for Denmark, Germany, Italy, Netherlands, Norway, 
Sweden and the U.K. which we have adjusted to make as compar- 


able in concept as possible (1). 


(1) Cotrn Crark, in his third edition of Conditions of Economic Progress, presents 
estimates for several other European countries as well. However, Clark was interested in 
bolder and more global comparisons than we are. Some of his time series are simply a 
collection of unrelated estimates for different years for which there is no link, but for 
which he has been able to find some indicator of the purchasing power of the currency. 
We have not accepted any estimate which is not based on a continuous series, or linked 
any series for which there is no satisfactory overlap. It is difficult to judge the validity 
of some of Clark’s figures in some cases where sources are not given. Professor Kuznets’, 
Economic Development and Cultural Change, Vo. V, No. 1, October 1956, has estimates 
for France, Ireland and Switzerland as well as the countries covered here, but the figures 
for the latter two countries are derived from Clark, and for France partially from Clark. 
His other GNP sources are mostly the same as ours. It is a pity that our sample does not 
include France for which the lack of production censuses, an aversion to taxation and 
chronic inflation, seem to have so far impeded any reasonable estimates in constant prices. 
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Unfortunately, the sources of data for estimates of GNP vary 
considerably from country to country, and methods of correction 
for price changes have varied too. The choice of different periods 
as a weighting base can also affect significantly the quantitative 
developments. However, there is little that can be done by the 
lone investigator to unscramble the weighting systems to make 
them reasonably uniform (2), because many of the price indices 
which are published as having the weights of a certain year, have, 
in fact, simply been rebased on that year. So that references to 
“ prices of 1913, 1929” etc. often do not really represent the price 
relationships of those years at all. For the future, we can hope for 
better things as there are some hopes that deflation procedures may 
be standardised just as the definitions of product have been (3). 

Our output figures start from 1870 and run to 1957, a period of 
87 years, which we have divided into two equal periods by taking 
1913 as our base year. 1870 is a good year to start because it 
follows the unification of Germany and Italy, and the American 
civil war, and was the beginning of a long period during which 
the production and trade of the major industrial powers was not 
interrupted by war. The (unweighted) average growth for this 
period was 2.5 per cent a year, with Denmark, Germany, Sweden, 
well above average at 3.1 per cent, and Italy lagging well behind 
at I.4 per cent. 1913 is a good turning point because it was the 
beginning of a period of war, major economic disturbance, and 
important changes in demographic structure. Over the period 
- 1913-1929 as a whole, output grew more slowly than before the 
war — although expansion was generally fast in the late 1920s. 
During the depression period of 1929-38, the rate of growth was, 
surprisingly, higher than from 1913 to 1929 in all countries except 
Italy and the Netherlands. 

1938 is a reasonable benchmark to take in measuring achieve- 
ments since pre-world war II, because it was generally the peak 
pre-war year (4). From 1938 to 1957, the rate of GNP increase 
has averaged 2.6 per cent in our seven countries, i.e. considerably 


(2) As has been done for industrial production for OEEC countries, cf. Industrial 
Statistics 1900-1957, OEEC, Paris, 1958. 

(3) Cf. Rictarp Stone, Quantity and Price Indexes in National Accounts, OEEC, 
Paris, 1956. 
(4) 1937 was fractionally higher in Denmark, Italy and the Netherlands. 
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TABLE I 
RATES OF GROWTH OF GNP (1) 
Denmark | Germany Italy — | Norway Sweden RB ne l 
| } | 
1870-1913 Be 3-1 @) | 4 | 2.2 3) | 2.6 @) 3.1 2.3 
1913-1957 2.2 2.0 2.0 | 2.5 | 2.8 2.4 | 1.6 
1913-1929 2.1 0.5 16 | 33 | 28 i 36 1.3 
1929-1935 2.2 2.5 1.6 O.1 3-0 2.0 2.2 
1938-1957 2.3 2.9 2.3 | 32 | 2.8 3-3 1.6 
1924-1929 2.7 3-5 4 26 |° 4-2 4-2 4:3 2.9 
1951-1957 2.7 7-5 5-4 5-2 3-6 3.8 2.5 


(1) This table and the following tables in the text are derived from the tables in the 
statistical annex. 


(2) 1871-1913. 

(3) 1900-1913. 

(4) 1925-1929. 

Figures adjusted to exclude the effect of changes in national boundaries. Cf. Table I 
of annex and notes. 


better than in the previous period of war and recovery from 1913- 
1929. If we compare post-war experience since 1951, we find that 
the average rate of growth has teen 4.4 per cent, which compares 
well with the similar period of prosperity from 1924 to 1929 
when growth averaged 3.5 per cent. 

Thus, we can conclude that the recovery from wartime losses 
was very good considering the length of the war and the extent of 
post-war dislocation. It also seems that the post-war rate of growth 
has been very satisfying in historical perspective, but, in the light 
of experience in the 1920s, it does not seem to be without parallel. 
As one must suspect that there were large elements of recovery in 
the period from 1951, it would be difficult to claim that the last 
row in Table 1 is any measure of a new long-run trend. It is 
necessary to analyse the reasons for increased output in more detail 
in order to appreciate the nature of the gains which have been made. 
We shall try in the following sections to see how output has been 
influenced by changes in the labour supply and its productivity, 
and then by investment and its productivity. 
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Labour Supply 


(a) Population. 





From 1913 to 1938, the rate of population growth fell in most 
of our countries because of falling birthrates. Since 1938, birthrates 
have risen again and the rate of population growth has increased. 
In Germany the sharp rise has been due almost entirely to immi- 
gration. 

POPULATION GROWTH TABLE 2 





———————————— == 














| Denmark German Italy aah Norway Sweden auens 
y ea lands 7 y | Kingdom | } 
os > eee . me ws = | ~ + ica se —— Sie io 7 | 
1870-1913 | WE 1.10) ]/ o7 | 1.4@) | 0.7@) 0.7 | 09 
1913 - 1938 | 09 0.5 06 | 14 | 07 | o5 | O64 
| | | 
1938 — 1957 0.9 1.4 | of 13 | Oo9 | 08 0.4 
| | | 
(1) 1871-1913. 
(2) 1900-1913. 
TABLE 3 


POPULATION OF WORKING AGE AS A PERCENTAGE OF POPULATION 

















—w Germany | __Italy — | Norway | Sweden | Siento | 

| 1870 | 60.8 | 61.20) | 61.7. | 59.00) 56.52) | 60.5 | 58.90) | 

1913 | 60.2 | 63.1 60.3 60.1 57-9 60.6 64.1 
1938 | 67.0 | 68.1 | 62.5 64.8 | 64.3 69.3 69.4 
1957 63-3. | 69.1 66.6 61.4 | 63.1 | 65.1 | 65.2 


(1) 1871. 
(2) 1900. 


As far as production is concerned, the movement in the popula- 
tion of working age, i.e. aged 15-64, is of more importance than 
movements in total population, for it is the principal determinant 
of the labour supply (5). From 1870 to 1913, there was little change 
in the age structure of the population, except in the U.K. where the 


(5) In nearly all our countries, well over 95 per cent of the labour force is aged 
between 15 and 64. 
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proportion of working age rose substantially. From 1913 to 1938, 
there were substantial increases in the relative size of the working 
age population in all countries, due to the fall in birth rates and the 
rise in life expectation. Since 1938, this tendency has been generally 
reversed, except in Germany and Italy, because birth rates have risen 
again, and the increase in life expectation has had its chief impact 
on those who have already passed working age. 


(b) Labour Force. 


There are no official estimates of the labour force for European 
countries for the years before the war, and, indeed, even for the 
post-war period estimates are often lacking. The main pre-war 
source of information of the working population is the population 
census, and in several countries difficulties arise because the defini- 
tion of economic activity changed from one census to another. 

In the United States, where more work has been done on the 
measurement of the labour force than in any European country, 
it has been observed that the labour force has been a remarkably 
stable proportion of the total population of working age, although 
this long-term stability concealed some compensating variations for 
different groups of the population — a fall in the activity of juveniles 
and old people compensated by a rise in female activity. A recent 
American study has suggested that stability of activity rates may 
be a fairly general international phenomenon (6). 

Insofar as the census material is a reliable guide, it does seem 
that the labour force has been a reasonably stable proportion of 
the working population in the last forty years or so in Europe, 
although there has been a slight tendency to a decline because of 
increased school attendance by young people, and, in some cases, 
reduced activity of females. Since 1950, however, thit decline has 
been checked, and in Germany and the U.K. substantially reversed, 
because the buoyant level of demand has attracted more women 
into the labour force. 

In the case of Italy, however, the long-term decline in the 
activity rate has been very substantial due to the decline in the 


(6) Crarence D. Lone, The Labor Force under Changing Income and Employment, 
NBER, 1958. Professor Long finds a fair degree of stability for Australia, Canada, Great 
Britain, New Zcaland, as well as for the U.S. 
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activity of juveniles and women. There were also erratic movements 
in activity rates from 1913 to 1929 in Denmark and Sweden, 
probably due to changes in census definitions. Several observers 
have commented on the difficulty of measurement created by 
changing census definitions of the occupied population, and some 
of them have attempted to correct for this. 


TABLE 4 
LABOUR FORCE AS A PERCENTAGE OF POPULATION 
OF WORKING AGE (1) 
| Denmark Germany Italy Nether- Norway | Sweden . aren 
lands Kingdom 
1913 73.2 74-7 79.0 64.9 67.7 68.9 70.0 
i 
1929 68.4 73-4 73-1 63.5 65.5 71.7 68.6 
1938 74-7 74-3 69.8 63.3 64.9 68.0 68.9 
1950 74-5 68.9 64.1 61.2 64.2 66.5 69.4 
1957 74-4 72.4 63.9 62.6 64.8 66.5 7 72.0 | 


(1) #.e. total labour force of all ages as a ratio of population aged 15-64. The above 
figures are for our benchmark years and are generally interpolations between census years 
with the exception of 1950. The ratios for census years are cited in our statistical annex. 


In order to avoid some of these difficulties, Colin Clark has 
excluded all women engaged in agriculture and fishing from his 
estimates of the labour force (7). This is probably an improvement 
if one wants to compare activity rates between countries as he does, 
for there are big discrepancies between countries in the census 
treatment of family workers in agriculture. However, this adjust- 
ment will not necessarily improve the estimates of the movement 
of the labour force over time for any one country. It totally 
excludes a portion of the labour force which does make some 
contribution to output but which is likely to be declining in relative 
importance over time, and hence the residual labour force figure 
will have an upward bias over time. There are also other problems 
apart from agricultural women which detract from the value of 


(7) Conditions of Economic Progress, Third Edition, p. 496. 
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census data for long-term or inter-country comparison, e.g. the 
vagaries in the measurement of juvenile employment. In some 
countries, the occupied population by definition now excludes 
juveniles under 15, and this is rather a good practice as children 
are rather ineffective members of the labour force and are often 
in part-time jobs in any case. However, the age limit for census 
purposes has varied over time, and from country to country. 

In most nineteenth century censuses and in all the Italian 
censuses, children aged 10 and over were included as members of 
the labour force. There is no doubt that these children did have 
some impact on output, but if they are included in the labour 
force it is desirable to give some lesser weight to their contribution 
than to that of adults. Rather than embark on this exercise which 
would lead logically to manifold adjustment coefficients for different 
kinds of part-time labour, it would be preferable to ignore the 
contribution of those aged less than 15. An even simpler hypothesis 
in doubtful cases is to assume that the activity rate has been stable 
and that the labour force has moved parallel with the population of 
working age (8). We have made this assumption for the period 
before 1913 when the variations between successive censuses were 
probably greater than they have been since (9), and it may for some 
purposes be preferable to make the same assumption for Italy 
throughout. 


(c) Unemployment. 


Figures on unemployment are not very comparable over time 
as methods of registering unemployment have changed considerably. 
Nevertheless, we have tried to introduce some degree of compara- 
bility into the figures by correcting them for their degree of coverage, 
and certain broad conclusions emerge quite clearly. 


(8) Most observers who have attempted to make corgections of census figures tend to 
produce figures which show much greater stability in activity rates than does the census, 
cf. Lone, op. cit., and Bjerke’s figures for the Danish labour force, “ The National Product 
of Denmark 1870-1952”, Income and Wealth, Series V, p. 151. 

(9) Cf. Josrocx’s comments on the German census of 1882, which undercounted 
family workers, “ The Long-Term Growth of National Income in Germany”, Income and 
Wealth, Series V, p. tot. 
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The post-war period has been one of very high employment 
in the Netherlands, Norway, Sweden and the United Kingdom, 
with unemployment at about 1 to 2 per cent of the labour force, and 
there has been a steady move in the same direction in Germany. 
In Denmark, unemployment has hovered around 5 per cent of the 
labour force, and in Italy unemployment has varied around 9 
per cent. 

This makes, perhaps, the most striking contrast with the years 
from 1920 to 1938 when unemployment was allowed to reach levels 
which would now be unthinkable in many countries. Even in the 
1920s unemployment was considerably above the pre-1913 average 
and in the 1930s the unemployment rate averaged about 10 per cent 
or more. 

It is interesting to see that post-war experience is not really so 
different from that before 1913. In the case of the United Kingdom, 
the 1900-1913 unemployment average was 3.3 per cent of the labour 
force as compared with 1.5 per cent from 1950-57. One of the 
reasons why the post-war experience is usually considered unique is 
that it has generally been so much better than the famous 3 per cent 
put forward by Lord Beveridge as a goal of policy. Beveridge’s 
target was not based on historical analogy, but in terms of historical 
experience it was not too ambitious. 


(d) Changes in Annual Working Time per Head. 


In the period since 1870, there have been such considerable 
changes in working hours that we felt it necessary to make some 
adjustment for this even though the data available are very inade- 
quate. In general, working hours are recorded only for manu- 
facturing industry, and we have taken these figures to indicate 
movements in working hours for the economy as a whole. This 
is probably a reasonable assumption over long periods, but working 
hours in manufacturing are more sensitive to changes in the conjunc- 
ture than are working hours generally, so that our figure for 1938 
is probably rather too low, compared to our other benchmark 
years 1870, 1913, 1929 and 1957, in which the level of activity 
was higher. 

From 1870 to 1913, working hours fell generally from about 
66 hours a week to about 54 hours, and by 1929 the working week 
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had fallen to about 47 hours. There was some further fall in most 
cases between 1929 and 1938, with little net change since then. 
From 1913 onwards, there has also been a steady increase in the 
number of days taken for holidays and, since the war, increased 


leisure in the form of holidays has probably been more popular than 
shorter hours. 


Total Labour Input 


It is now possible to assess the movement in labour input in 
the different periods under review. In all countries, except 
Denmark, the pace of growth dropped sharply in the period 1913 
to 1938, mainly because of increased unemployment, the fall in 
working hours and activity rates. In some countries there was 
even an absolute fall in labour input. From 1938 to 1957 the 
increase in labour input was very high compared with either the 
inter-war or pre-Ig13 period — thanks to decreased unemployment, 
the rise or stability of activity rates, and stable or rising working 
hours. In most countries the biggest increase in labour input took 
place from 1938 to 1951, but in Germany the biggest increase has 
taken place since then. 


TABLE 5 


THE ANNUAL RATE OF INCREASE IN TOTAL LABOUR INPUT (1) 

















| 

Denmark | Germany | Italy oo | Norway | Sweden Power 

~|-——|. —|— | 
1870 — 1913 0.6 | 08@) | o.2 1.0 (3) 0.4 3) 0.2 0.6 
1913 — 1938 0.6 | 04 - 0.9 5 - 0.3 0.1 - 0.3 
1938 - 1957 06 | 10 | ag 1.7 sa 6Ud|lClC 0.7 
1938 — 1951 0.7 0.3 0.9 1.9 1.7 0.6 0.7 
1951 — 1957 0.2 2.5 9 | 1.3 0.1 0.1 0.6 


(1) i.e. labour force adjusted for unemployment and changes in annual working hours 
per head. 


(2) 1871-1913. 
(3) 1900-1913. 
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RATES OF GROWTH OF GNP PER MAN HOUR (a) 
(Compound Rates) 





























































































(b) i.e. GNP divided by population of working age, adjusted for changes in unemploy- 
ment and annual working time per head. 





= | Denmark | Germany | Italy (1) — Norway | Sweden | Kingdom 
—_ = 1 a — —_ = 
1870-1913 25 | 23@)) 12 1.2 @) | 2.2 @) 2.8 1.7 
1913-1957 16 | 1.3 | os 1.5 2.5 22 | 45 
1913-1929 2.2 | 09 2.4 2.6 | 3-0 1.4 2.0 
1929-1938 | 05 | 08 3.0 | 00 8 6| 34 | 2m | 19 
| 1913-1938 1.6 0.9 2.6 | 1.6 | 3-1 1.6 1.9 
1938-1951 1.4 0.6 0.1 | 0.2 | 0.7 2.6 0.4 
| 1951-1957 2.4 | 48 | 444 3-8 | 3-5 3-7 1.9 | 
} 1938-1957 1.7 1.9 1.4 | 1.3 1.6 | 2.9 0.9 
! ' 
(a) #.e. GNP divided by labour force, adjusted for changes in unemployment and annual 
working time per head. 
TABLE 7 
ALTERNATE ESTIMATES OF RATES OF GROWTH OF GNP PER MAN HOUR (b) 
(Compound Rates) 
Denmark | Germany | Italy (1) — Norway | Sweden Kingdom 
1870-1913 2.5 2.3 @) 1.2 1.2G)| 2.2 @) 2.8 1.7 
1913-1957 1.7 1.2 1.6 1.4 2.4 | 22 1.6 
1913-1929 1.8 0.8 1.9 2.4 2.8 1.6 1.9 
1929-1938 1.5 0.9 2.5 0.0 3-3 1.5 1.9 
1913-1938 1.7 0.8 2.1 1.5 3.0 r6 | 1.9 
1938-1951 1.4 0.1 | - 06 |- o1 0.6 2.4 0.5 
1951-1957 2.4 5-5 4-4 4-2 3-6 3-6 2.5 
1938-1957 1.7 | 1.8 0.9 1.2 1.6 2.8 | 1.1 


(1) In the case of Italy, it is assumed that the rate of unemployment has been constant 
throughout. 


(2) 1871-1913. 
(3) 1900-1913. 
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Productivity 


We have derived estimates of productivity by dividing our 
estimates of output by our figures for total labour input. It should 
be noted that our productivity figures in Table 6 will suffer from 
all the imperfections mentioned above, and we have, in fact, given 
an alternative set of figures in Table 7 which shows productivity 
growth on the assumption that the activity rate has been stable over 
time. Most of the following conclusions hold good in terms of both 
tables, although the argument is stated in terms of Table 6 which 
is generally preferable. 

In the period 1870-1913, the average rate of productivity growth 
for our seven countries was 2 per cent per annum. Progress was 
well above average in Sweden and Denmark, and relatively slow 
in Italy, the Netherlands and the U.K. 

In the period 1913-1929, the average growth of productivity in 
our seven countries was slightly higher at 2.1 per cent than before 
the first World War. This is a rather surprising result as this 
period includes four years of war. However, the rate of growth 
was considerably reduced in Germany and the two countries with 
the highest rates of growth in the period were the Netherlands 
and Norway which, as neutrals, had probably received more stimulus 
than damage from the war. On the other hand, the rate of 
growth was also higher in both Italy and the U.K. 

In the 1930s the average rate of productivity growth for our 
seven countries was reduced to 1.7. The average is heavily affected 
by the absolute fall in productivity in the Netherlands. In the U.K. 
and Germany, the rate of progress was virtually unchanged from 
that in the 1913-38 period, and in Italy and Norway there was 
even an acceleration in the rate of growth. 

Over the whole period 1913-1938, which included the World 
War and the Great Depression, productivity growth averaged 1.9 
per cent per annum, i.¢. it was not substantially different from the 
period 1870-1913. The biggest retardation was in Germany, and 
there was also slower growth in Denmark and Sweden, but in 
Italy, the Netherlands and Norway, growth was accelerated consi- 
derably, and there was also a slightly faster pace in the U.K. It is 
usually considered that this period was one of stagnation, but the 
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stagnation was expressed in unemployment, a slower growth of 
output and stagnating trade, and did not have nearly such a big 
effect on productivity. The level of investment in the 1920s and 
1930s was higher than before 1913 in most cases (except Denmark 
where productivity grew slower), and not so much investment was 
needed for capital “ widening” as it had been before 1913. It is 
also likely that the rapid reduction in working hours after the 
first world war reduced physical strain to an extent which was 
reflected in productivity. Between 1870 and 1913, working hours 
generally were reduced from 66 to about 54 per week, and by 1929 
to about 47 per week, and it may even be that the latter reduction, 
plus the increase in holidays, made a bigger qualitative difference 
than the first. 

In the period from 1938 to 1957, the rate of productivity growth 
for our seven countries averaged 1.7 per cent per annum. This is 
not a particularly impressive record. In no country is it significantly 
better than the pre-1913 experience, and in most cases it is less 
than was accomplished from 1913-1929 when there were similar 
problems of war and reconstruction. Only in Germany and Sweden 
was growth accelerated in the 1938-1957 period, but one might 
have expected this to happen in the Netherlands and also in Den- 
mark, as some compensation for their slow rate of progress in 
the 1930s. 

However, it is perhaps too much to expect that net growth 
of productivity from 1938-1957 should be higher than from 1913 
to 1929. The second world war affected more of our countries than 
did the first, and the success in the employment field itself has 
limited the success in terms of productivity, as we shall explain 
below. 

If we take the post-war period alone, we do, of course, get 
impressive rates of growth which average 3.5 per cent for our seven 
countries. However, it is not surprising to find high rates of growth 
in such a period. There is strong reason to suspect that there was 
still a substantial element of recovery in productivity growth after 
1951, in view of the very slow growth from 1938 to 1951, and the 
retarded growth of productivity in the 1930s. This is particularly 
true of Germany, Italy and the Netherlands, and in two of the 
other countries — Denmark and the U.K. — the growth of pro- 
ductivity since 1951 has not, in any case, been particularly high by 
historical standards. 














Economic Growth in Western Europe 1870-1957 71 


However, there are some reasons to believe that Europe may 
also be on a better long-term productivity trend than in the past, 
and it would be a mistake to reject this hypothesis simply on the 
grounds that net progress from 1938 to 1957 has been unimpressive, 
or that the gains since 1951 have contained special elements of 
recovery. It seems worthwhile, therefore, to analyse the factors 
affecting productivity growth in the past few years before arriving 
at any final judgment. We shall examine the following factors 
in turn: 


(i) the nature of the recovery elements which have influenced 
economic development in the past few years to see if they have a 
once-for-all character; 


(ii) the rate of investment; 
(iii) the capital output ratio. 


(i) Recovery Elements. 


We have picked a period beginning in 1951 in order to exclude 
the immediate post-war elements of recovery (10). In the years just 
after the war, increases in inventories greatly stimulated the flow 
of production, and repairs to damaged plant and equipment had a 
large impact on effective capacity and labour productivity. The 
emergence from autarchy and bilateralism in trade had similar effects 
in removing bottlenecks, providing bigger markets and economies 
of scale. Productivity benefited from the adoption of technical 
advances which had been made in other countries during the war. 
Work became more efficient as people recovered from the distortions 
in economic attitudes and incentives induced by wartime experience 
of production for an occupying power, service in the army, or 
black marketing. These were the main factors influencing pro- 
ductivity in the period in which the pre-war levels were being 
regained and perhaps even for some time afterwards. They had 
probably exhausted most of their impact by 1948 in Denmark and 
Sweden, and probably in Norway and the United Kingdom as 
well. In Germany, Italy and the Netherlands, however, the period 
of recovery was preceded by a period of severe dislocation which, 


(10) By 1951 all our countries had regained their pre-war productivity level in terms 
of Table 6, but this was not true of Italy or the Netherlands in terms of Table 7. 
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in Germany, was aggravated by the arbitrary division of the 
economy and the stagnation preceding the currency reform. So 
that for these three countries, this initial period was probably not 
over until 1950 or 1951, and even so these elements of recovery 
from the war probably persisted for a number of years in some 
branches of industry. 

During the initial recovery period, the shortage of capital 
equipment was a factor which hindered the growth of labour 
productivity, particularly as all of our countries, except Germany, 
were making much fuller use of their labour supply than they had 
in pre-war years, so that the amount of capital per head was 
generally reduced, and the quality of the capital stock was lowered 
because so much replacement had been delayed (11). It therefore 
proved a much bigger problem to raise capital per head to pre-war 
levels, and to make good arrears of replacement after the second 
world war than after the first, because labour input was substantially 
increased instead of being substantially reduced. Since 1951 the 
quality of capital equipment has probably increased more rapidly 
than one would expect in future, because an abnormal backlog of 
old equipment has been scrapped. 

A third type of recovery or backlog was due to the elimination 
of uneconomic habits acquired in the inter-war period as a result 
of prolonged unemployment. The high levels of demand and 
activity in the post-war period have not only had the measurable 
effects on working hours, unemployment and activity rates which 
we have noted above, but they have also had a salutary effect on 
productivity. They have tended to draw people from unremune- 
rative but safe occupations as the prospect of unemployment receded. 
Full employment has made restrictive union practices less necessary, 
and producers have been less prone to make cartel and market- 
sharing arrangements. Producers have been able to plan ahead 
better and arrange production lines more economically. Although 
the net effect of full employment and high levels of activity has 
probably been positive, it obviously has not been entirely favourable 
to productivity growth. The reduction in the margin of unemploy- 


(11) We are speaking here of the capital stock in the sense of the plant and equip- 
ment in physical use. If we think instead in terms of the accounting concept of a capital 
stock after allowance for depreciation, then we would not count the obsolete equipment at 
all, but simply say that capital per head had been further reduced. 
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ment has brought the least efficient members of the labour force 
into activity and has increased the recruitment difficulties of the 
most rapidly expanding firms. 

It may be argued that the existence of a large productivity 
differential between Europe and the U.S. represents another element 
of backlog which has been exploited by Europe as a source of 
rapid productivity growth. This backlog has, of course, existed 
for several decades, so that it could hardly be considered to provide 
any special reason for a post-war rate of growth faster than that 
in the inter-war period, although there has been more awareness 
of it in the post-war period. There is no doubt about the fact that 
an inferior starting position can be exploited so as to speed the 
process of growth, particularly if such a position is due to ignorance 
of the best technical practices, poor management, a badly educated 
labour force, and badly organised and uncompetitive markets. 
However, only a small part of the difference between European 
and American productivity is due to such reasons. A major reason 
for higher American productivity is that the American capital stock 
is bigger, and the faster growth of American productivity in the 
past has been largely due to a higher rate of American investment, 
although growth was also aided to some extent by better natural 
resources. The best way to emulate American productivity is there- 
fore to raise the rate of investment. 

It seems clear then that there have been special elements of 
recovery in the past few years which one would expect to stimulate 
productivity growth. Some of these have had a once-for-all charac- 
ter which would lead us to expect the future growth to be smaller. 
However, some of the faster growth has been due to higher capital 
formation, and, to this extent, it is reasonable to suppose that the 
faster rates of productivity growth can be expected to continue. It 
is therefore worth looking in more detail at what has been happen- 
ing to capital formation and to the capital output ratio. 


(ii) The Rate of Investment. 


From the evidence available, it is clear that most European 
countries have been investing more in the post-war period than has 
been the case in any recorded period of equal length. The post-war 
rate of investment has been particularly high in Germany, the 
Netherlands and Norway, but even in the United Kingdom, where 





74 


Banca Nazionale del Lavoro 


has, in fact, been below the long-term average (13). 


it has been low, the rate has also been higher than the long-term 
rate (12). Furthermore, the rate of investment has been higher in 
most European countries than in the United States, where the rate 













































RATES OF INVESTMENT Taste 8 ‘ 
a United 
| A Germany Italy — Norway Sweden | — 
1870-1913 13-6 — 11.2 _ 12.7 (G3) 8.1 9.2 
1920-1929 10.6 _ 16.7 — | 14.7 | 18-7 j — 
1920-1938 12.0 | 13-64) | 16.3 — | 15.1 13-3 | 10.26) | 
1948-1957 17.1 23.4 | 201 23.8 29.7 20.2 14.6 




























(1) Excluding inventories. 


(2) The figures for the U.K. would be 12.8, 10.5 and 15.3 if foreign investment were 
included. 


(3) 1900-1913. 
(4) 1925-34 and 1936. 
(5) 1924-1938. 
(6) 1950-1957. 


The impact of investment on the growth of GNP will depend 
upon the purposes for which investment is used. Not all invest- 
ment goes directly to productive purposes. A good deal of post-war 
investment has gone into housing, a smaller amount into public 
works, and a good deal of “productive” investment has been 
designed as much to improve amenities or working conditions as 
to raise capacity. In Europe as a whole, about a quarter of invest- 
ment goes to manufacturing and about a quarter to housing with 


(12) The accompanying table shows the proportion of GNP devoted to domestic gross 
investment including inventories. This proportion is given in terms of current prices. In 
most countries for which estimates are available in constant prices, it appears that the price 
of investment goods has risen more than GNP so that our ratios for earlier years would be 
higher if measured in terms of present day prices. However, this would not change our 
general conclusions. 

(13) The post-war U.S. rate from 1948-57 has been 17.8 per cent in terms comparable 
with our table. This is lower than the long-term average for the U.S. given by Kuznets, 
Capital Formation and Economic Growth, N.B.E.R. 1955, p. 62, i.e. 21.8 per cent for 
1869-1908, and 20.8 per cent for 1909-1948. Kuznets’ concept of capital formation is slightly 
different from that of the OEEC, which we have used, but the difference is not such as io 
make our conclusion invalid. 
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a slightly higher proportion going to manufacturing in the U.K. 
and Germany (14). Unfortunately, there are very few historical 
data on the proportionate distribution of investment with which to 
compare the present distribution. It seems that a smaller propor- 
tion of post-war British investment has gone to housing than was 
the case historically (15), but there is no evidence that post-war 
investment in Europe has been strongly biased in a “ productive ” 
direction as it has been for instance in the USSR. 

The impact of investment on productivity will depend upon 
whether it is destined to replace existing capital, to increase capital 
per head, or to provide capital for additional workers. The impact 
of replacement investment on capacity and productivity will be 
smaller than that of net additions to the capital stock. However, 
the impact of replacement investment will always be positive, for 
new equipment is always more efficient than that which is replaced 
and usually incorporates new technique as well. The older the 
equipment which is replaced, the bigger will be the contribution to 
capacity and productivity of the new investment. During the war 
and in the early post-war years, the normal life of capital was 
prolonged, so that there was a backlog of abnormally obsolete capital 
to be replaced in the late 1950s, and hence replacement investment 
brought bigger productivity gains than one would normally expect. 

It is not possible to estimate what proportion of capital forma- 
tion has been destined for replacement in the post-war period, but 
for the period 1948-1957 as a whole it has probably been no higher 


(14) PROPORTIONATE DISTRIBUTION OF GROSS FIXED INVESTMENT 


United OEEC 


Geomany Kingdom Countries Us. Veen 
ee ne ee ae ae 28 26 23 25 40 
CS st 6 ok KO ee ak 22 21 24 25 10-15 
a Ss wer we Ge) SK ee 50 52 53 50 45-50 


U.K. figures from U.K. National Income bluebook refer to 1948-57, German figures 
from Vierteljahrshefte zur Wirtschaftsforschung, Berlin, refer to 1956-57; for OEEC countries 
from OEEC 8th Annual Report, Vol. II, Europe in 1960, p. 61, and refer to 1955. For the 
U.S. and Russia, the figures are historical averages quoted by Norman M. Kaptan, “ Capital 
Formation & Allocation”, in Soviet Economic Growth, edited by A. Bergson. 

(15) Cf. E. H. Pxerrs Brown and S.J. Hanprirtp Jones, “ The Climacteric of the 
1890s ”, in Oxford Economic Papers, October 1952, who show a gross investment in housing 


of £1,941 million from 1871-1912 total capital formation including inventories of £6,275 
million in constant prices. 
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than it.was in the long run for pre-war years. The amount of 
investment needed for replacement backlogs was, of course, higher 
than the long-run norm, but the rate of investment was raised so 
that there was a compensating tendency for the share of replace- 
ment to fall. One would certainly expect that, in future, replace- 
ment will be a smaller part of total investment than it was in 
pre-war years, if the higher rate of investment continues. The 
additions to the capital stock each year will be bigger relative to 
the amount of old capital which is scrapped, unless there is a 
considerable reduction in the life of capital assets (16). 

It is impossible to distinguish quantitatively between increases 
in the capital stock which are designed to provide for the increase 
in the labour supply, and those destined to increase capital per 
head, and there is no reason to expect that the distinction will be | 
clear in practice. In cases where the increase in labour supply takes 
the form of increased working hours, the existing capital stock 


should be quite adequate, and can simply be used more hours per 







































day. Where the increase in labour supply is due to an increase in 
employment, it is always possible to put more people into a factory 
or office, even if the new people do need extra lathes or typewriters. 
This is undoubtedly what happened during the war and early 
post-war years, and it did have adverse effects on productivity in 
many cases. In the later post-war period extra factory and office space 
has been built for these additional workers. This addition to the 
capital stock has been a “ widening” of capital in the sense of 
providing for extra workers, but as they were hired before the 
“widening” took place, the investment also “deepened” the 
capital stock by restoring previous levels of capital per head. This 
investment has therefore contributed to productivity growth during 
the past few years. In future, a smaller proportion of investment 
will be needed for “ widening” of capital as the rate of growth of 
labour input will be considerably below the 1938-57 rates in most 
countries. 

In spite of the backlog of replacement and the need to “ widen ” 
the capital stock, there seems little doubt that the increase in the 


(16) Professor Domar gives a detailed explanation of the relation of replacement require- 
ments to total capital formation for different rates of growth of capital and different lengths | 
of life of assets; cf. Essays in the Theory of Economic Growth, O.U.P., 1957. 
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rate of capital formation in most countries has been high enough 
to raise capital per worker well above pre-war levels, and in certain 
countries, such as Germany, Norway and Sweden, the rate of 
increase of capital per worker in recent years has probably been 
quicker than ever before. In future, the proportion of new invest- 
ment required for replacement and for “ widening” of capital will 
be smaller than in recent years, so that we might expect the rate 
of productivity growth to be even higher in future than it has been 
since 1951 — if similarly high rates of investment are maintain- 
ed (17). The advantages of these higher rates of investment may, 
however, be diminished if the capital output ratio rises. It is 
necessary, therefore, to see whether this is likely before we can 
conclude that Europe has entered on a new productivity trend. It 
is also helpful to restate some of the previous argument in terms of 
the post-war development of the capital output ratio. 


(iii) Capital Output Ratio. 


We may first ask how we would expect the capital output ratio 
to have behaved in the post-war period in the absence of any changes 
in the rate of innovation. We would expect that capital equipment 
would be used intensively in wartime and in the early post-war 
years when demand was very high, resources available for new 
investment were low and more labour was employed. In such a 
situation, the productivity of capital would be increased at the 
expense of the productivity of labour. However, we would expect 
that as conditions became more normal and labour input grew more 
slowly, the use of capacity would become less intense and that 
there would be a return to higher average capital output ratios. 

In Germany, one might have expected a somewhat different 
situation. Activity remained at low levels in the early post-war 
years, in 1950 labour input was about the same as in 1938, and 
effective capacity was much greater, in spite of war damage. One 


(17) The disappearance of some of the recovery elements mentioned above which were 
not connected with new capital formation will, of course, be an offsetting factor, and the 
replacement and widening investment will also have less of an impact on productivity than 
in the past few years. 
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might have expected the German capital stock to be partly idle 
and the capital output ratio to be above pre-war. The big increase 
in German labour input occurred after 1950 when it increased by 
a fifth (whereas the big increase had happened earlier in other 
countries) so that one would expect German capital equipment to 
have become more intensively used rather than less intensively. 

Unfortunately, the evidence available on the average capital 
output ratio is rather limited. Estimates of the capital output 
ratio for post-war years are available for only three European 
countries, Germany (18), Norway (19), and the United King- 
dom (20). For Norway, the cvidence is somewhat similar to what 
we expected, with the capital output ratio (total fixed real capital 
divided by net real domestic product) falling in the early post-war 
years and rising steadily from 1950 onwards, although it was still 
less than the pre-war average in 1955. 

For the United Kingdom, Redfern’s figures for the total fixed 
capital stock show some fall (21) in the capital output ratio from 
1938 to 1947, with little change up to 1953. There has probably 
been an increase since then as the incremental capital output ratio 
has been large in recent years. For manufacturing alone the 
evidence is that the 1948 British capital output ratio was already 
at the 1937-38 level, but that it rose thereafter until by 1956 it was at 
the higher 1929 level. However, the capital output ratio for the 
economy as a whole may have increased less than in manufacturing 
because of government restrictions on non-industrial investment. 

For German manufacturing, Krengel’s figures show that the 
average capital output ratio was very high in the early post-war 


(18) R. Krencer, Anlagevermégen, Produktion und Beschaftigung der Industrie im 
Gebiet der Bundesrepublik von 1924 bis 1956, Deutsches Institut fiir Wirtschaftsforschung 
1958. 

(19) Real Capital in Norway, 1900-1956, O. Auxrusr and J. Byerke, paper given at 
the Pietersberg Conference of the International Association for Research in Income and 
Wealth, August 1957. 

(20) P. Reprern, “ Net Investment in Fixed Assets in the United Kingdom 1938-1953 ”, 
Journal of the Royal Statistical Society, 1955, and Tisor Barna, “ Investment in Industry - 
Has Britain Lagged?”, The Banker, April 1957. Barna has carried Redfern’s estimates 
farther for manufacturing and has adjusted them to include wartime government capital 
formation at its full value which Redfern does not include at all. 

(21) The fall in the U.K. was about 10 per cent from 1938 to 1947. In Norway the 
fall was about twice as large. 
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years, and was steadily reduced until about 1953 when it reached 
something like the pre-war norm. It has since levelled out. 

Thus, the evidence, though rather scanty, seems to bear out 
our general hypothesis (22). It is worth noting that several studies 
have also shown a decline in the ratio of capital to output in the 
post-war period in the United States. This is true for the estimates 
of the capital output ratio for the economy as a whole as measured 
by Goldsmith (23) and Fellner (24), for the private sector of the 
economy as measured by Terborgh (25), and for manufacturing as 
measured by Wooden and Wasson (26). All these studies show that 
the United States capital output ratio had been substantially reduced 
during the war and that it has remained below the pre-war level 
even though it has been increasing steadily since 1945. These studies 
show that the reduction in the ratio is due to the fall in the ratio of 
structures to output, the ratio of equipment to output being about 
the same as pre-war (27). 


(22) The estimates cited are based on the perpetual inventory method of calculating the 
capital stock after allowing for depreciation. For our purpose, it would be better to measure 
the capital stock gross of depreciation and net only of actual replacement. This would, 
however, be impossible to measure. Both Krengel and Redfern do, however, give alternative 
figures showing the capital stock net of calculated replacement — and these figures also bear 
out our argument. Krengel does make some attempt to take account of variations in the rate 
of replacement, by assuming that the life of equipment assets has steadily shortened in the 
period he covers. 

(23) RaymMonp W. Goxtpsmitu, “ The Growth of Reproducible Wealth of the USA from 
1805 to 1950”, Income & Wealth, Series Il, International Association for Research in Income 
and Wealth, 1952, pp. 299-300, and A Study of Savings in the United States, Princeton, 1956. 

(24) Wititam Fexiner, “ Long-Term Tendencies in Private Capital Formation ”, Long- 
Range Economic Projection, Conference on Research in Income and Wealth, N.B.E.R., 1954. 

(25) Georce TerBorcH, various numbers of the Capital Goods Review, Machinery and 
Allied Products Institute, Washington, particularly No. 22, which shows the capital output 
ratio in 1955 to be about three-quarters of that in 1929. 

(26) D. G. Woopen and R. C. Wasson, “ Manufe :ucing Investment since 1929 ”, Survey 
of Current Business, November 1956. This article shows a similar change in the capital output 
ratio from 1929 to 1955 as the source in the footnote above. 

(27) There has been a much greater increase in labour input in the U.S. than in 
Europe since pre-war, and perhaps a bigger increase in the cost of factory construction 
relative to the cost of machinery. There has probably been an even greater incentive to 
economise on capital in buildings than in Europe, and greater possibilities of doing so 
because the United States normal pre-war range of spare capacity was probably greater than 
in Europe and the average age of capital lower. The average age of American capital is 
certainly lower in the statistical estimates of Wooden and Wasson and Terborgh, who 
use the average lives of the Bureau of Internal Revenue, Bulletin F, which are shorter than 
those used for the U.K. and Norway (but not shorter than those for recent years used by 
Krengel for Germany). Some American writers have attributed the reduction in the construc- 








80 Banca Nazionale del Lavoro 


It is likely that the experience of most European countries has 
been somewhat similar to that of Norway and the U.K., i.e. with 
some lowering of the capital output ratio in the early post-war 
years, and a subsequent rise in the ratio. 

In a period in which the average capital output ratio is below 
the long run trend, it does not follow that the incremental capital 
output ratio will also be below its long-run trend. The relation 
between the average and incremental ratio will depend on the direc- 
tion in which the average ratio is moving. When the average ratio 
is falling, as it has been in Germany, then the incremental ratio 
will be lower than the average. When the average ratio is rising, 
the incremental ratio will, of course, be higher than the average. 
Thus, even though the average ratio may be below its long-run 
norm, the incremental ratio may well be above its long-run norm, 
if the average ratio is rising rapidly. In such circumstances, growth 
will be fairly expensive in terms of capital formation. 

In Table 9 we show the gross incremental capital output 
ratios (28) for the period 1949-1957, broken down by non-residential 


tion output ratio to changes in the structure of industry — e.g. chemical plants which require 
no buildings, or to geographical shifts of industry to California and the South where 
structures are less necessary for weather protection. 

(28) We have estimated the incremental capital output ratio by cumulating gross capital 
formation (including inventories) in constant prices for the eight years 1949-56 inclusive, and 
we divided this by the increment in GNP in constant prices in the eight years between 1949 
and 1957, thus allowing a lag of one year for the investment to take effect. These incre- 
mental ratios have certain disadvantages, but they are at least something which we can 
measure for all our countries. Our estimates exaggerate the ratio of capital to output because 
they make no allowance for replacement or depreciation. However, we do, at least, include 
depreciation in our denominator — GNP — as well as in our numerator, and we could not 
make estimates of net capital formation without information on the initial size of the capital 
stock or its age structure. Comparison of our results between countries and over time is 
affected by the fact that the share of replacement in total investment will vary. When 
the share of replacement is high, this will raise the gross capital output ratio. However, 
capital stock estimates which allow for replacement do so on the basis of hypothetical 
rather than actual replacement so that they are equally defective as measures of change in 
tae physical stock of equipment in use. The same is true of estimates of the capital stock 
after allowing for depreciation. Normally, when the rate of investment rises considerably, 
as it has in the post-war period, one would expect depreciation or replacement to decline as 
a share of the total gross investment, and the increase in gross capital formation in such a 
period would understate the increase in the capital stock compared with the increase that 
would be shown by estimates net of depreciation or replacement. However, we assume that 
the normal tendency for the share of replacement to fall as the rate of investment increases 
has been offset in the past few years by a backlog of replacement requirements. 
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GROSS INCREMENTAL CAPITAL OUTPUT RATIOS TABLE G 
| I 2 3 4 5 Capital 
Cumulative |Cumulative —N Output Ratios 


Cumulative| Gross Gross ate 
Increase Gross | Non-Resi- | Machinery | 5.1 
in G.N.P.| Capital dential and 





























sso-57 | Formation | Conswoc- suipment| mation ||| |*h 
| 1949-56 | 1949-56 | 495° | 
| 

Denmark .. | 6,070 39,930 9.455 | 21,530 3,020 6.6 1.6| 3-6] 0.5 
Germany (1) . | 80,450 | 235,359 49,200 | 111,375 | 25,584 | 2.9! 0.6 8-4] &3 
Italy . . . . 5.333 | 18,383 2,332 | 11,535 763 | 3-4) 0.4|2.1 0.1 
Netherlands. | 9,300 | 46,270 13,330 20,770 4,000 a 1.4] 2.| 0.4 
Norway . . . | 6,282 50,664 12,947 | 26,145 3,040 8.1| 2.0 4.2| 0.5 
Sweden 11,138 | 63,403 22,960 | 22,120 3,060 5-71 2.1| 2.0) 0.3 
United Kingdom | 3,670 19,809 4,969 | 9,625 1,105 5-4) 1.4| 2.6) 0.3 








Source: OEEC: General Bulletin of Statistics, January, 1959. Absolute figures in mil- 
lion units of national currency in 1954 prices (for Italy: billion units). 


(1) Column 1 refers to 1950-57, columns 2, 3, 4 and 5 to 1950-56. Figure for column 3 
is my estimate. 


construction, machinery and equipment, and inventories. It can 
be seen that there is considerable variation in the ratios. The 
overall ratios are reasonably similar in the United Kingdom, the 
Netherlands and Sweden, rather higher in Denmark, very high in 
Norway, and particularly low in Germany and Italy. In the case 
of Italy the ratio for machinery and equipment is not particularly 
low, but the overall ratio is brought down by the low figure for 
construction. . 

For a few countries we can compare the post-war ratio with 
the long-term experience. We can do this for Denmark, Italy, 
Norway and the United Kingdom. It can be seen that the incre- 
mental capital output ratio has been higher in the post-war period 


6 
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in Norway, Denmark and the United Kingdom than it has been 
historically, and that it has been much lower in Italy. 


TABLE 10 
INCREMENTAL GROSS CAPITAL OUTPUT RATIOS 
































1870-1913 5.2 6.9 5.2 (2) 4-39) 
1920-1938 6.0 7:3 5.2 3-8 @) 
1949-1957 6.1 3-4 8.1 5-4 


(1) Figures exclude inventories. 

(2) 1900-1913. 

(3) Domestic capital formation, the ratio would be 6 if foreign investment were 
included. In the other periods net foreign investment was negligible. 


(4) 1924-1938. 


The above evidence on incremental capital output ratios seems 
consistent with our hypothesis that the average capital output ratio 
has been rising in most countries, except Germany where it has 
been falling. It also seems that it has been falling in Italy, probably 
for rather different reasons from those operating in Germany. In 
Italy the incremental capital output ratio was extremely high from 
1870 to 1938, probably because of large expenditures on public 
buildings. In the post-war period the Italian capital output ratio 
has been low, largely because of the small amount of resources 
devoted to construction, so that earlier over-investment has made 
recent growth cheaper. The low stock output ratio for Italy may 
be due to the declining relative importance of agriculture in the 
economy, for the average stock output ratio is usually much higher 
in the agricultural than in the non-agricultural sector. 

In the case of Norway the incremental capital output ratio has 
been so large that it might be taken as evidence of a move towards 
a much higher average capital output ratio than pre-war rather 
than as simply a return to a previous level. It might well be 
considered that the rise in the Norwegian capital output ratio has 
occurred because the investment rate of about 30 per cent is high 
enough to cause diminishing returns. However, Norwegian post- 
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war investment in long-lived assets, such as hydro-electric stations 
and shipping has been substantial, and in future there will probably 
be less need for investment in these capital-intensive sectors. 

Thus, there is no reason to think that the behaviour of the 
capital output ratio in the past few years has been particularly 
favourable to economic growth, except in Germany and Italy. 
One can expect the average capital output ratio to return to a 
more stable level in future so that the capital costs of economic 
growth will be generally somewhat lower than in the past few 
years, but higher in Germany, and in the longer run in Italy 
as well. 


Conclusions 


Our conclusions therefore are as follows: 


(i) European countries increased labour input faster than ever 
before from 1938 to 1957 by eliminating unemployment and by 
checking and, in some cases, reversing the long-term trend towards 
lower activity rates and shorter working hours. These gains are 
largely of a once-for-all character, and in most countries, except 
Italy, there will be a reversion to slower growth rates. 

(ii) This increase in labour input had some temporary adverse 
effects on productivity in the early post-war years. 


(iii) Productivity growth in the past few years has been faster 
than the long-run trend, partly because of some once-for-all elements 
of recovery, but also because of higher investment. 


(iv) The rate of investment in the past few years has been 
much higher than the long-run average in all European countries, 
but the full impact of higher investment on productivity has not been 
felt because of backlogs of replacement and capital “ widening ”. 


(v) The average capital output ratio has been low in the post- 
war period in most countries, but as it has been rising, the incre- 
mental ratio has been as high or higher than the long-run average. 
In Germany and Italy, where special conditions have prevailed, the 
incremental ratio has been much lower than the long-run trend. 


(vi) For the future, the rate of growth of European output will 
be faster than the long-run trend before 1913 if present levels of 
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investment continue. In quantitative terms, the norm will probably 
be an economy with an investment rate of about 20 per cent, and 
output growing at 3.5-4.0 per cent a year, to which productivity will 
contribute about 3 per cent. Some countries may be able to do better 
than this by higher investment rates or efficient exploitation of 
backlogs. If countries do worse than this, there will probably be 
reason to suspect them of bad economic policies. 


Paris Ancus MappIson 





ee 


1870 
1880 


1890 





1900 
1901 
1902 
1903 
1904 
1905 
1906 
1907 
1908 
1909 
1910 
IgIt 
1912 
1913 


1920 
1921 
1922 
1923 
1924 
1925 
| 1926 
1927 
1928 
1929 
1930 
1931 
1932 
1933 
|} 1934 
| 1935 
1936 
| 1937 
1938 








1948 
| 1949 
| 1950 
1Q51 
1952 
1953 
| 1954 
1955 
| 1956 
| 1957 


(1) 1871. (2) 1882. (3) 1891. 


44-1 


63.5 
67.0 
65.7 
67.7 
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GROSS NATIONAL PRODUCT (1913=100) 


Germany 
(F.R.) 





27.4() 
44-6@) | 
67.103) 


77:7 
795 
81.3 
83.0 
84.5 
86.3 
88.0 
89.9 
g1.6 
93-4 
95-1 
96.6 
98.4 


100.0 


94-0 
97-0 
105.0 
109.0 
108.0 
104.0 
92.0 
82.0 
86.0 
95-0 
102.6 
112.5 
122.4 


135.2 


136.2 
152.2 
162.6 
175.2 
187.5 
209.6 
223.0 
234.2 


Italy 


54.8 


60.2 


62.6 


70-4 
76.8 
73-6 
80.0 
79-1 
83.3 
83.5 
88.6 
89.7 
92.3 
87.5 
96.7 
96.2 
100.0 


106.6 
108.9 
113-4 
116.6 
117.2 
122.1 
122.9 
122.1 
130.4 
132.9 
125.7 
127.4 
132.7 
132.0 
131.0 
144.1 
145-3 
154-2 
153.8 


143-3 
151.2 
162.1 
174.6 
179-5 
193-3 
203.0 
216.7 
225.8 
238.9 





























85 
Tasxe I 
United 
| cian Norway Sweden Kingdom | 
| | 
| 27-3 37-4 | 
| 35-8 44-9 | 
| 
| 43-2 68.0 
75-0 71.6 62.7 83.3 
73-4 | 73-5 83.2 | 
78.1 | 7455 84.4 | 
79-7 74-1 82.5 | 
79-7 73.8 83.0 | 
81.3 74.6 86.4 
84.4 76.7 90.3 | 
85.9 79-6 g2.0 | 
85.9 82.0 89.3 
89.1 83.9 90.6 | 
89.1 88.5 88.9 93-4 | 
| 92.2 99.3 95-4 | 
| 98.4 94-4 97-9 | 
100.0 100.0 100.0 100.0 | 
117.2 | 123.2 
123.4 | 1105 
a: 
132.8 126.8 | 100.7 
| 137-5 126.2 | 104.4 106.6 
| 143.8 131-7 | 104.6 108.5 
151.6 | 133.1 112.8 109.5 
156.3 | 138.6 117-7 118.8 
164.1 | 135.8 119.2 120.8 
168.8 155-1 | 128.7 122.8 
168.8 166.9 131.1 122.2 
157.8 153-5 123.0 122.5 
153-1 162.9 112.7 123.4 
150.0 166.9 116.0 130.8 
148.4 171.3 128.4 135-4 | 
151.6 180.5 132.6 140.7 
159-4 190.6 140.0 146.0 
| 171-9 | 197.8 154-0 146.5 
| 170.3 202.7 154-5 149-5 
| 195-3 | 248.1 205.7 158.6 
210.6 | 252.4 218.5 164.1 
217-9 265.7 232.3 170.2 
223.1 | 276.5 229.4 174.4 
227.8 | 292.1 | 235.2 172.8 
247-5 | 298.2 | 243.4 180.4 
| 267.3 | 312.8 258.5 189.0 
| 283.4 318.8 | 268.0 195.2 
295.1 332.0 276.6 199.2 
302.1 341-5 286.7 202.6 
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POPULATION (1913= 100) 















































[ Germany | | United 
| Denmark | (FR). Italy Netherlands Norway Sweden | Kingdom 
Teh I: on eee Benes cores: 
1870 | 63.3 | 61.2 @) 74.2 | 74.1 68.5 
1880 69.8 | 68.3 () 79-2 | | 81.3 | 75-9 | 
1890 76.9 74:3 @ | 84.6 85.1 | 82.0 
1900 | 85.8 83.7 90.3 | 83.4 | ort | gto | goz2 
1901 | 86.9 | 85.0 90.9 84.7 92.2 | 91-7 | gI.0 
1902 | 87.9 86.3 gr.5 | 86.1 | 93-0 | 92-3 | g1.8 | 
1903 | 88.9 | 87.5 92.1 | 87.4 93-5 | 92-7 | 92.6 
| 1904 | 899 | 88,8 92.8 | 88. 93-9 | 93-2 | 93-5 
| 1905 | 90.9 | 90.0 93-5 | 901 | 94-4 93-9 | 943 
1906 91-9 | 91-4 94.1 | gI.4 94.8 94-6 | 95-1 
1907 93-0 | 92.6 94-9 | 92.6 95-2 | 95-3 | 96.0 
1908 | 94.2 93-9 95-9 | 93:9 | 95-9 | 961 | 96.8 
1909 95-4 | 95-1 96.9 | 94-8 | 96.7 | 97-0 | 97.6 | 
1910 96.6 96.4 98.0 | 95-7. | 97-2 | 97-8 | 98.5 
1911 | 97-8 | 97.6 99.0 97-1 98.1 | 98.6 99-3 | 
1912 98.9 | 98.7 95-5 | 984 | 99.0 99-3 | 99-7 
1913 100.0 | 100.0 100.0 | 100.0 100.0 | 100.0 | 100.0 
1920 | 108.1 100.9 100.9 III. 107.7 104.5 | 
192t | 109.5 102.0 101.4 112.6 | 109.0 105.5 | 
1922 | 107.4 102.6 102.1 114.5 | 110.1 106.2 
1923 111.9 | 103.2 103.5 | 4116.4 | 110.9 106.7. | 
1924 | 113.0 103.9 104.0 118.2 III.5 107. | 105.2 | 
1925 | 114.2 | 104.7 105.1 119.9 112.2 107.5 | 105.4 | 
1926 | 115.1 105.4 106.2 121.6 | 112.9 107-9 | 105.9 
1927 115.8 106.1 107.0 123-3 | 4113-4 | 4108.2 | 106.2 
1928 | 116.6 106.7 107.9 125,0 113.8 108.5 106.7 
1929 | 117-3 | 107.3 108.6 | 126.6 | 4114.2 108.7. | 106.9 
1930 118.1 107.8 109.5 | 128.3 | 414.7 109.1 | 107.3 
1931 | 119.0 | 108.4 110.3 | = 130.2 115-4 109.4 | 107.8 
1932 120.1 | 108.9 Imr.0 | 132.2 | 4116.1 109.9 | 108.4 
1933 | 121-1 | 109.4 I1Il.7 134.1 | 116.8 | 110.3 108.9 
1934 122.2 110.0 112.4 | 135.8 117-4 | 110.7 109.2 
1935 | 123.2 | 110.8 113.2 | 137.3 | x81 | «rr.0 | 109.7 
1936 | 124.1 111.6 113-9 | 138.6 118.6 111.4 | 110.2 
1937 | 125.0 112.4 114.7 139-9 119.3 111.7 110.7 | 
1938 125-9 113-4 115.6 141-3 | 120.0 | 4112.0 | 414.2 | 
| | 
1948 139.6 132.0 124.3 159-4 130.8 | 122.4 | 116.7 
1949 141.0 134-5 125-4 161.9 132.1 123.8 | 117.3 
1950 142.4 136.6 126.4 | 164.6 | 134.0 | 124.8 | 117.8 
1951 143-5 138.1 127.3. | 167.0 134.8 | 125.8 118.4 j 
1952 144.5 139.0 128.2 | 168.9 136.0 | 126.7 118.8 
1953 145-7 140.4 129.2 | 170.7 137-3 | 127.6 119.1 
1954 146.8 142.0 130.3 | 172-7 138.6 128.4 119.5 
1955 147-9 143-3 131.5 | 174.8 | 140.0 129.1 119.9 
1956 148.9 145.0 132.5 | 177.2 141.5 | 130.1 | 120.4 
1957 150.0 147.1 133-2 | 179.3 | 142.9 | 131.0 120.9 





(1) 1871. (2) 1882. (3) 1891. 
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Tasre III 
POPULATION OF WORKING AGE (1913= 100) 
—-~- —— 7 aa 
| Denmark ar xy Italy Netherlands | Norway Sweden | Kingdom 
| 
1870 63-9 | 59-4 76.0 74.0 | 62.6 
| 
1880 69-7. | 64.8) 82.0 | 82.6 | 69.3 
1890 74-4 70.40) | 86.1 82.9 | 76.4 
1900 84.5 | 80.0 89.7 82.0 89.0 88.9 87.5 
1901 85.8 | 81.4 g0.0 83.3 g0.2 89.7 88.8 
1902 86.8 82.7 90.6 84.7 90.9 90.4 89.7 
1903 | 87.9 83.9 | gi.2 86.0 | g1.5 90.9 90.6 
1904 | 88.9 85.3 91.8 87.4 | 92.0 91.5 91-7 
1905 | 89.9 86.5 92.5 88.7 92.5 92.3 | 92.6 
1906 | 91.0 | 87.9 93-1 90.0 93-0 93-0 93-7 
1907 | g2.r | 89.1 93-8 g1.3 | 93-4 + 93.8 94.6 
1908 | = 93-3 90.5 94.8 92-6 | 94-1 94-7 95-5 
1909 | 94.6 | 91.7 95-7 935 | 95.0 95:7 96.5 
1910 | 95.8 93-1 96.8 94-7 | 95-5 96.6 97-5 
191r | 97-5 | 95-4 97.8 96.4 | 97:0 | 97.8 | 98.5 
1912 | 98.5 97-6 98.9 98.1 | 98.4 98.9 | 99-3 
1913 100.0 | 100.0 | 100.0 100.0 | 100.0 | 100.0 100.0 
1920 110.9 105-7 103.5 113-7. | I12.1 107.5 
192r | 112.8 107-5 104.4 115-7 | 114.0 109.1 
1922 | rrr.2 | 108.8 | 105.1 | 480 | 415.7 | 1105 | 
1923 | 116.6 | 110.2 | 4106.1 | 420.2 | II7.1 111.7 
1924 118.4 | 411.6 | 107.0 122.4 118.3. | 112.7. | 109.7 
1925 120.4 | 4113.2 | 108.1 124.5 | 119-7 | 113.8 | 110.3 
1926 | 122.0 | 114.1 | 109.2 126.6 121.0 | 114.9 | IEEE 
1927 123-4 | 115-1 110.0 128.7. | 422.1 | 415.9 | 111.8 
1928 | 125.0 | 115.9 [11.0 130.8 123.1 | 116.8 | 112.6 
1929 126.4 | 116.8 III.7 132.8 | 124.2 | 4£17-7 | 113.2 
1930 128.0 | 117.5 112.6 135.0 125.3 | 118.8 | 114.0 
193 | 129.7 | 118.3 113-4 137-4 126.4 | 119.9 114.8 
1932 | 131.6 119.1 114.1 139-9 127.4 | 121.2 115.7 
1933 | 133-5 | 119.8 114.8 142.4 | 128.5 | 122.4 116.5 
1934 | 135-4 | 120.1 115-5 144-7 129.4 | 123.6 | 117-1 
1935 137-3 120,6 116.3 146.7 130.4 | 124.7 117-9 
1936 | 138.3 | 121.2 117.0 148.5 131.3 | 126.0 | 118.7 
1937 | 139-3 | 121.7 118.4 150.4 132-3 | 127-5 | 119.5 
1938 140.2 122.4 119.8 152.4 | 133-4 | 128.2 120.3 
1948 148.3 | 139.7 134.5 168.3 148.5 135-5 122.5 
1949 | 148.7 | 142.7. | 136.3 170.4 150.3 136.3 122.7 
1950 | 149-8 | 145-3 | 137-5 172.7 152.8 136.6 | 122.7 
1951 | 149-7 | 147-3 | 138-4 17455 153-1 137.0 122.9 
1952 | 150.3 | 148.7 | 139.7 175-5 | 153.6 | 137.6 123.0 
1953 | 150.9 150.8 141.1 | 176.6 154-1 137-9 123.0 
1954 151.8 153-2 142.5 | 178.1 | 154-7 138.4 123.0 
1955 152.5 | 155-9 | 143-8 | 179.9 155-6 139.1 123.2 
1956 153-0 158.7 146.3 181.7. | 155.6 139.8 123.2 
1957 153-9 161.0 147-3 | 183.6 | 155.8 140.7 123.4 





(1) 1871. (2) 1882. (3) 1891. 
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Taste IV 
LABOUR FORCE (1) (1913= 100) 
| German’ | | ; - 
| Denmark a | Trtaly Netherlands | Norway | Sweden | seats 
ms 3 ire —|—+ 
1913 100.0 100.0 | 100.0 100.0 100.0 | 100.0 | 100.0 | 
1920 103.0 106.1 | 102.4 113.0 110.8 116.1 | 104.8 | 
1921 103.6 | 108.0 103.1 114.8 112.5 117.3 105.5 
1922 102.4 | 109.4 | 103.0 116.9 113-9 | 118.4 | rob. 
1923 107.6 | 110.8 | 103.1 118.9 115.0 | 119.2 | 306.8 
1924 109.5 112.3 103.2 120.8 | 115.9 | 119-7 | 107.5 | 
1925 | 111.6 | 414.0 | 103.4 122.7. | 117.0 | 120.4 | 1081 | 
1926 113-3 | 4114.2 | 103.6 124.6 | 118.0 121.1 108.9 
1927 114.8 | 114.5 | 103.5 126.4 118.8 | 121.6 109.6 | 
1928 116.6 114.6 | 103.6 | 128.3 119.5 | 122.5 | 110.4 
1929 118.1 114.8 103.4 130.0 120.3 | 122.5 II1.0 
| 1930 119.9 114.8 103.4 132.0 121.0 123.1 111.8 
1931 122.8 | 114.9 | 103.2 134.3 122.0 123.5 112.6 
1932 126.0 114.9 103.5 136.7 122.8 124.1 113.6 
1933 129.3 | 114-9 103.8 139-1 123.8 124.6 114.4 
1934 132.5 | 116.0 104.2 141.3 124.5 125.0 115.1 
1935 135-8 | 117.4 104.6 143-3 125-4 | 125.3 115-9 
| 1936 138.3 | 118.8 104-9 | 145.0 126.1 125.9 116.8 
| 1937 140.8 120.2 105.4 | 146.8 127.0 726.2 | 117.7 
| *>38 143.1 121.8 105.9 148.7 127.9 126.5 118.5 
) “348 | 151.6 | 130.9 | 110.7 | 162.1 141.0 | 13061 | 
* “449 151.6 132.7 111.4 | 162.4 142.7 131.7 119.6 
y *350 151.7 134.1 111-5 | 162.9 144.9 132.3 120.6 
195! 152.3 136.9 III.4 | 165.0 146.1 132.7 122.0 
1952 152.9 138.8 111.7. | 167.0 145-3 133-1 122.3 | 
1953 153-4 141.6 112.0 | 169.3 145.6 133-5 122.7 | 
1954 154.0 145.8 112.3 | 170.9 146.2 133-9 124.2 | 
1955 154.6 148.9 116.0 | 172.8 147-4 134-3 125.6 | 
1956 155-1 153-1 116.7 175.0 | 148.4 135.0 126,5 
| 1957 156.0 156.2 11g-t | 177-1 | 149.2 135-9 126.9 | 
| | 





(1) For the years before 1913 labour force is assumed to move in the same way as 
population of working age. 
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Taste V 


UNEMPLOYMENT AS A PERCENTAGE OF THE LABOUR FORCE 














Denmark 


6.6 
6.1 
6.6 
3-1 
3-6 
5.6 
6.6 
5-5 
4-9 
3-9 


3-1 


10.1 


16.2 
14.7 
11.3 
10.1 

9-9 
11.2 


Ir.o 


4-4 
5.0 
6.4 
4-7 
4.1 
5.0 
5-7 
5.2 





Germany 
(F.R.) 


~-— 
ne ww @wWw 


NN Fe 


Aww & 


1.9 
1.4 
0.7 
5.0 
6.4 
3+3 
8.8 
4.6 
4-6 
6.5 
10.7 
16.3 
21.1 
18.4 
10.4 
8.1 
5.8 
3-2 
1.5 


7.6 
6.7 
6.3 
5-6 
5.2 


3-0 
2.5 


Netherlands 


1.4 
2.2 
2.8 


3-2 
5-0 
6.1 
6.2 
4-9 
45 
4-0 
4.1 
3-1 
3-3 
4-3 
8.2 

14.0 

14.9 

15.6 

17.5 

18.1 

14.9 

13.8 
1.6 
1.8 
2.8 
2.1 
1.5 
1.0 
0.7 
1.0 





2.0 
2.2 
1.6 
1.3 
1.9 
2.5 
1.5 


0.7 
0.9 


1.2 
&.9 
8.6 
5-4 
4-3 


12.2 
12.8 
9-7 
7.8 
8.4 
11.2 
15-5 
16.8 
15-5 
12.8 
9-5 
10.1 
11.1 


0.6 
0.8 
0.9 
1.1 
0.9 
0.9 
1.0 
1.0 


| 
| 
| 
_| 


2.7 
2.6 
2.2 


2.6 
13.0 
11.2 

6.1 

4-9 

5-4 

6.0 

5-9 

5.2 

5-0 

5.8 

8.2 
11.0 
11.4 

8.8 

7:4 

6.2 

5-3 

5-3 

1.1 

0.9 

1.1 

1.4 

1.3 

1.2 

I.1 


1.3 


United 
Kingdom 


1.9 
2.4 
3-0 
3-5 
4-4 
3+7 
2.7 
2.7 
5.8 
5-7 
3-5 
2.2 
2.4 
1.6 


2.4 
12.6 
10.6 
8.7 
7.6 
8.4 
9-3 
7-2 
8.0 
7:7 
11.9 
15.8 
16.4 
14.7 
12.4 
11.5 
9-7 
8.0 
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Tastz VI 












































ANNUAL HOURS WORKED PER HEAD (1913= 100) 
oa: = a \ 
| Denmark oa Italy Netherlands Norway | Sweden ue 
ql abi ~ sao _| Canal 
| | | | 
1870 | 122.7 | 122.7 122.7 | | 122.7 122.7 | 
} | | 
1900 | 106.8 106.8 
} } j | 
1913 100.0 100.0 100.0 | 100.0 100.0 100.0 | 100.0 | 
1929 87.5 85.2 87.9 86.9 86.5 | 87.0 86.5 | 
| 1938 86.6 89.2 | 76.0 | 86.1 81.4 | 84.1 | 85.2 
j | 
1950 83.7 88.0 | 80.3 88.2 | 80.0 | 81.9 83.5 
1951 83.5 86.8 81.3 87.5 79-7 | 81.6 83.4 
1952 83.5 86.9 81.2 87.7 | 791 | 81.3 83.5 
1953 83.3 87.5 | 81.5 88.0 | 80.4 | 81.8 83.8 
1954 83.2 88.8 | 81.6 88.0 | 789 | 814 84.6 
1955 83.0 89.1 | 84.5 88.3. | 79.2 | Bat 84.6 
1956 82.9 87.5 | 804 | 881 | 79.0 | 808 | 83.9 
1957 | 82.8 84.7 | 80.5 87.4 78.4 80.5 | 83.4 
Taste VII 
G.N.P. PER MAN HOUR (1913= 100) 
ee eee 2 | eh ae oe tae. | 
Denmark (FR). Italy Netherlands | Norway | Sweden Kingdom 
+ |] | |_-—|— 
| | | | 
1870 34-5 | 37-6 | 58.7 30.1 48.7 


| | 
| 


| 


85.6 75-3 
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Taste VIII 
SHARE OF GROSS DOMESTIC INVESTMENT IN G.N.P. AT CURRENT PRICES 
(percentage of G.N.P.) 
: l : ; 
| Den- German Nether- | _ United Kingdom 
mark (1) (F.R.) * tuly lands ay | — | Domestic | Foreign , 
| | | | 
1870-79 | 13-5 | 8.6 | 5-5 10.1 | 2.9 
1880-89 | 11.7 11.7 | 6.5 | 8.9 | 3-9 
| | | 
1890-99 14.1 7-5 | | 8.2 | 88 | 2.8 
1900 | 256 * | one } 12.3 11.2 | 12.9 8.7 
1901 | 14.2 16.1 11.8 | 10.5 10.6 1.0 
1902 | 15.6 11.8 | 1.5 | 10.6 | 11.4 0.8 
1903 15.4 | 12.7 | 10.7 II-I 9-7 1.2 
1904 | 45.5 12.7 | 11.6 | 12.1 | 10.6 1.2 
1905 14-4 12.4 11.0 | 10.9 | 10.9 3-4 
1906 16.9 | 13.2 | 12.2 | 10.8 10.8 4-9 
1907 16.8 | 20.3 | 13.4 | 12.7 | 89 6.5 
1908 15.0 16.9 | | 33.3 | 283 | 37 6.0 | 
1909 14.0 19-9 | 12.3 10.4 | 6.7 5-3 CO 
Ig10 | 13-4 14.3 13-0 11.2 | 7.0 6.6 
I9II 13-5 ° |} 17-5 | 14-9 10.9 | 7-0 8.0 
1912 13.8 | | 72 | 15-4 | 104 | 8.0 8.1 
1913 14.1 17.6 | | 14-8 | 11.4 | 8.1 8.5 
1920 | on | 14.2 23-4 | 13.6 | 
1921 10.4 | 9.7 | 16.9 | 1-1 | 
1922 | 10.7 | 13.4 | 14.1 9.2 
1923 10.9 17.1 | 14.0 | 11.4 
1924 11.4 19.2 | | 413en | 11.8 92 | 47 
1925 10.9 19.8 20.7 | | 13-4 | 41.4 95 | sz | 
1926 10.5 12.7 18,2 | 12-4 | 1.8 | 8.8 | -0.3 
1927 10.2 22.6 | 15.0 11-7 | 11.6 12.0 | 1.9 
1928 | 10.4 19.9 20.3 | 13-6 12.4 | 9.5 2.8 
1929 11.8 13,9 19.0 } 14-1 12.7 9-7 2.3 
1930 14-9 | 8.5 14.9 17-3 | 13-4 7:8 0.7 
1931 14-7 | 2.0 14.0 13-7 | 14.3 7-0 -2.7 
1932 11-7 | 4.6 | 14.3 12.2 | 12.1 8.0 -1.3 
1933 13.0 | 10.9 13.5 12.2 | 11.0 | 10.3 — 
1934 14-1 | 15.6 14.3 |} 13-9 | 13.8 | 10.7 -0.2 
1935 |} 4.x | 19.2 15-8 | 16.2 11.9 0.7 
| 1936 13.5 18.7 *| 16.6 16.5 | 16.5 13-3 | -0.4 
| 1937 | 13.7 | 19.6 18.9 18.7 | 13.8 | <-r.1 
| 1938 12.0 | | 29.3 11.2 18.9 | 18.9 11.3 -I.1 
| 1948 14.6 | 18.2 25-9 | 30.7 18.8 | 13.1 0.4 | 
1949 16.4 |} 18.3 21.9 | 31-9 | 17.5 12.7 0.9 | 
1950 16.7. | 22.8 | 19.0 26.3 | 28.1 17.8 | 11.2 2.4 | 
| 1951 | 17-4 24.6 20.7 24.3 | 28.3 | 212 | 16.8 -2.5 | 
| 1952 18.2 22.8 | 19.6 17-2 | 29.0 | 21.4 | 13-5 rr | 
1953 18.2 | 21.4 19.5 20.0 | 29.2 19.0 | 14.6 0.7 | 
1954 | 18.7 22.0 20.0 24.8 30.6 20.8 | 14.4 1.3. | 
1955 | 47.5 25-7 21.6 23-3 | 30.2 22.0 16.2 -0.2 | 
1956 | 16.8 24.2 21.5 26.2 29.8 21.2 16.2 1.5 | 
| 1957 | 17.0 24.0 22.2 | 27.7 29.2 | 22.0 17-3 1.4 | 





(1) Excluding inventories. 
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Gross NaTionaL Propuct 


In fact, the figures do not always refer to G.N.P. but sometimes to Gross 
Domestic Product or to National Income. We have adjusted the series to 
make them as comparable as possible to the O.E.E.C, standardised system (1). 


Denmark 


Gross Domestic Product at factor cost: 1870-1938 figures from Kjeld 
Bjerke, “ The National Product of Denmark 1870-1952”, Income and Wealth. 
Series V. The link between Bjerke’s figures for 1913 and 1920 has been made 
so as to eliminate the effect of the inclusion of North Schleswig, i.e. it was 
adjusted by the population ratio, 1938-57 figures from O.E.E.C. General Stati- 
stical Bulletins, July 1958 and January 1959. 


Germany 


Net National Product at factor cost for the years 1871-1938, from 1938 
onwards gross national product at factor cost. The figures have been adjusted 
to eliminate the effect of changes in national territory, but the basic data for 
1871, 1882 and 1891-1913 refer to pre-world-war I territory, linked to data for 
1913, 1925-35 for post-world-war I territory (excluding Saar) linked to data 
for 1935-38 including the Saar linked to data from 1938 onwards for the 
Federal Republic, excluding Berlin. 

Figures for 1871 and 1882 from Paul Jostock, “ The Long-Term Growth 
of National Income in Germany”, Income and Wealth, Series V, p. 102. 
Figures for 1891-1938 from Ferdinand Griinig “Die Anfange der Volkswirt- 
schaftlichen Gesamtrechnung in Deutschland”, Beitrége zur empirischen 
Konjunkturforschung, p. 73, Duncker & Humblot, Berlin 1951. Figures for 
1938 onwards from O.E.£.C. General Statistical Bulletins, July 1958 and 
January 1959. 


Italy 


Gross National Product at market prices. 


1870-1956 figures from Annali di Statistica, Serie VIII, Vol. 9, Rome 
1957, Istituto Centrale di Statistica. The original estimates have been increas- 
ed to include those government goods and services which are treated in the 
Italian study as intermediate, in order to conform with the O.E.E.C, standardised 
system, The figures are adjusted to refer to the present Italian boundaries. 
1957 figures from O.E.E.C. Op. cit. 


(1) A Standardised System of National Accounts, O.E.E.C., Paris, January 1959. 
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Netherlands 


1900-1948 Net National Product at factor cost. 1948-1957 G.N.P. at market 
prices. 

Figures for 1900-1938 from Het Nationale Inkomen van Nederland 
1921-39, Centraal Bureau Voor de Statistiek (Utrecht 1948), and Jaarcijfers 
voor Nederland 1947-1950, Utrecht 1951, p. 215, for link 1938-1948. Figures 
for 1948 onwards from O.E.E.C. Op. cit. refer to G.N.P. at market prices, 
figures for national product at factor cost not being available. 


Norway 


Gross National Product at market prices. 


Figures for 1900-1938 from National Accounts, 1900-29, No. XI, 143, 
Central Bureau of Statistics, Oslo 1953. The original estimates have been 
adjusted to eliminate repair and maintenance expenditures, The adjustment was 
a 30 per cent reduction of the original figures for gross investment. Figures for 
1938 onwards from O.E.E.C., Op. cit. 


Sweden 


Gross Domestic Product at market prices. 


Figures for 1870, 1880, 1890, 1900, 1910, 1923, 1929 and 1939 at constant 
prices are given in Sveriges National Produkt 1861-1951, p. 43, Konjunktur- 
institutet, Stockholm 1956. The Swedish figures include repair and mainten- 
ance, and we have eliminated this by reducing the constant price figures by 
the ratio of repair and maintenance to gross domestic product in current 
prices. Table 1, Op. cit. shows G.D.P. and gross capital formation in current 
prices, and repair and maintenance is assumed to be 30 per cent of the 
original figures for gross investment. For the years between these benchmarks, 
we used the movements shown by Svennilson’s series for Swedish national 
income cited in Growth and Stagnation in the European Economy, E.C.E., 
Geneva, 1954, p. 233, which are also from the Konjunkturinstitutet. 1938-1957 
figures from O.E.E.C. Op. cit. 


U.K. 


Gross National Product at market prices. 


Figures for 1870-1938, James B. Jefferys and Dorothy Walters. “ National 
Income and Expenditure of the U.K., 1870-1952”, Income & Wealth, Series V. 
The link between 1913 and 1924 was made after an upward adjustment of 
7-3 per cent to allow for exclusion of Southern Ireland after 1920. Investment 
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was deflated by the capital goods price index of Table XVI, Op. cit. pp. 39 
and 40, and the rest of G.N.P. by the Consumer Goods and Services price index 
Op. cit. pp. 39 and 40. Figures for 1938-1957 from O.E.E.C. Op. cit. 

























PoPpuLATION 


Mid-year estimates. 
Denmark 


K. Bjerke Op. cit. 1870-1951. Corrected to exclude the effect of the 
incorporation of North Schleswig in 1920 which added 5.8 per cent to popula- 
tion. 1952-1957 figures from O.E.E.C. General Statistical Bulletins. 





Germany 


1870-1913 Statistisches Jahrbuch fiir die Bundesrepublik Deutschland, 
1956, Pp. 30. 1913-1938 Svennilson Op. cit., p. 236. 1938-57 figures from O.E.E.C. 
Op. cit. 


Italy 





1870-1956 Annali di Statistica, Op. cit. Table 37, pp. 251-252. Figures refer 
to resident population in present boundaries. 1957 figures O.E.E.C. Op. cit. 


Netherlands 
1900-1938 Svennilson Op. cit. p. 236. 1938-1957 O.E.E.C, Op. cit. 


Norway 





1900-1938 Svennilson Op. at. p. 236. 1938-1957 O.E.E.C. Op. cit. 


Sweden 


1870, Le Vieillissement des Populations et ses Conséquences Economiques 
et Sociales, U.N. 1956. 1880-1938 Svennilson, Op. cit. p. 236. 1938-57 O.E.E.C. 
Op. cit. 


U.K. 


82nd Staustical Abstract for the U.K. 1938, pp. 4 and 5, gives decennial 
(April) figures for the census years and for mid-years for 1913 and 1924-1937. 
Our index for 1870-1913 is based on interpolation of the census figures adjusted 
to a mid-year basis. The link between 1913 and 1924 is made after excluding 
the effect of the loss of Southern Ireland. 1938-1957 derived from the 1958 
Annual Abstract of Statistics. 


Economic Growth in Western Europe 1870-1957 5 


PorutaTion or Workinc Ace (i.e. aged 15-64) 


Mid-year estimates, 


For all countries, except the U.K., the basic source was Le Vieillissement 
des Populations et ses Conséquences Economiques et Sociales, United Nations, 
New York, 1956, which gives percentages of the population aged 15-64 for 
Census years. For inter-censal years, these percentages were interpolated. The 
percentages were then applied to our figures for total population. The publica- 
tion cited does not give figures for the U.K. but only for Great Britain. We 
therefore derived the percentages for the U.K. for census years as given in the 
82nd Statistical Abstract, and the 1958 Annual Abstract, interpolated the 
inter-censal percentages, and applied these to our population figures, For 
years later than the last census, i.e. from 1950, for most countries the ratios 
of the population aged 15-64 to total population were derived from the 
O.E.E.C. Op. cit., and applied to our population figures. 


Lasour Force 


Labour force activity rates (ratio of occupied population of all ages to 
population aged 15-64) derived from the census were applied to our estimates 
of the population of working age. For non-census years the activity rates were 
interpolated and applied to the figures for population of working age. For 
most countries O.E.E.C. estimates of the labour force are available from 1950 
onwards, and these have been linked to the last available census figures. In 
some cases, however, the O.E.E.C. labour force activity rates do not coincide 
with the activity rates shown by the census, and we have therefore taken the 
O.E.E.C, figures only as an indication of movements in the activity rates since 
1950 in most cases, and not as an indication of the activity rate itself. The 
activity rates derived from the censuses are given below after the year to 
which they refer. 


Denmark 


Activity rates derived from International Statistical Yearbook, 1927, 
League of Nations, for 1911 74.794, 1921 67.3%, from I.L.O. Yearbook 1938 
for 1930 68.6°%/, from I.L.O. Yearbook 1945-46 for 1940 76.3%, from I.L.O. 
Yearbook 1957 for 1950 74.5°/,. Movement from 1950 to 1955 from O.E.E.C. 
8th Annual Report, Vol. Il, p. 18, extrapolated to 1957. 

These figures differ substantially from the adjusted estimates given by 
Bjerke Op. cit., p. 151, which imply much higher but steadier activity rates, 
1911 82.6%, 1921 81.194, 1930 81.4°%, 1940 80.9%, 1950 77.2%. 
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Germany 





Activity rates derived from Statistisches Handbuch von Deutschland 
1928-1944, Pp. 31 1949, Miinchen, 1907 74.5%, 1925 75.2%, 1933 71-7%» 
1939 74.8%, from Statistisches Jahrbuch fiir Bundesrepublik Deutschland, 
1956, p. 111, for 1950 68.99%. From 1950 onwards, the estimates of the 
O.E.E.C, General Statistical Bulletins were linked to the census figures. The 
adjusted rates derivable from Long Op. cit. are steadier, 1907 71.9%, 1925 
723%» 1933 71-2%» 1939 72-7%- 


Italy 





Activity rates derived from Annuario Statistico Italiano, 1955, Pp. 377; 
for 1901 82.0%, 1911 79.7%, 1921 78.0%, 1931 71.9%, 1936 70.8%, 1951 
63.6%. Movement from 1950 to 1955 from O.E.E.C. 8th Annual Report, Vol. Il, 
p- 18, 1956 and 1957 O.E.E.C. General Statistical Bulletins. 


Netherlands 


Activity rates derived from International Statistical Yearbook 1927, Lea- 
gue of Nations, for 1909 65.2°%, and 1920 64.5%, from Statistical Yearbook 
of the Netherlands 1953-54, for 1930 63.4°/, and 1947 63.2%, for 1950 onwards 
the figures in O.E.E.C. Op. cit. were linked to the census figures. 


ee, a, 


Norway 


Activity rates derived from Statistisk Arbok 1957, p. 20, for 1900 69.1%, 
1920, 66.9%, 1930 65.4°%%, 1950 64.2%. From 1950 onwards the movements 
shown in the O.E.E.C. General Statistical Bulletins were used, although the 
1950 figure in this latter source shows an activity rate of 67.1% for 1950 
compared with the lower census figure of 64.2%. 


Sweden 


Activity rates derived from International Statistical Yearbook, 1927, 
League of Nations, for 1910 66.5°/,, 1920 74.4°/,, from I.L.O. Yearbook 1938 
for 1930 71.4%, from Statistisk Arsbok 1957, p. 29, for 1940, 67.1%, and 
1950 66.5°/,. Movement from 1950 to 1955 O.E.E.C. 8th Annual Report, Vol. Il, 
p. 18, extrapolated to 1957. 


U.K. 


Activity rates derived from 82nd Statistical Abstract for the U.K., p. XV, 


for 1881 72.8°/,, 1891 73.1%, 1901 70.3%, 1911 70.3%, 1921 68.5%, 1931 
68.6%,, from the Statistical Abstract for 1958 for 1951 69.4%. Movements 





a 


eee eee ee ae ev O lOO 
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from 1949 to 1957 derived from annual estimates for the labour force, Op. cit. 
pp. 106-7, although these figures show a slightly higher proportion of the 
population in the labour force in 1951 than does the census. 


UNEMPLOYMENT As A PERCENTAGE OF THE LasBour Force 


The estimates have been derived from the Yearbooks of the I.L.O. for 
1937, 1938, 1945/46, 1957 and 1958. The 1.1.0. figures generally only cover a 
part of the labour force, and are presented both in absolute figures and as a 
percentage of the sample from which they are drawn. We have therefore 
subjected the I.L.O. figures to two adjustments: (a) the percentage rate of 
unemployment has been scaled down in those cases where the sample is 
drawn from a group, i.e. trade unionists, whose propensity to unemployment 
is likely to be higher than average for all employed persons. In all cases, 
the estimates were multiplied by .7 to effect this adjustment, for this was the 
ratio between the rate of unemployment as shown in unemployment insurance 
statistics and the rate shown by trade union unemployment statistics for 
Germany — where the two different sets of figures are available and can be 
compared for a fairly long run of years; for the U.K. where a similar compari- 
son is possible there does not seem to be much difference between the rate 
shown by trade union and insurance statistics but we have assumed that 
the U.K, situation was less typical than the German; (b) the figures were then 
subjected to a second adjustment to allow for the fact that a certain propor- 
tion of the labour force is unlikely to be subject to unemployment at all, i.e. 
employers, independent proprietors and family workers. The unemployment 
rates are therefore scaled down by the ratio of the number of wage and salary 
earners to the total labour force as given in the census (figures are given in 
I.L.O. Yearbooks). In the case of the post-war figures for Germany and the 
U.K., the sample covered by the unemployment data is greater than the 
number of wage and salary earners, so that the unemployment figure is 
adjusted by the ratio of the sample to the total labour force. 

A valuable source of information for trade union unemployment statistics 
is to be found in “International Comparison of Unemployment Rates”, by 
W. Galenson and A. Zellner, published in The Measurement and Behaviour 
of Unemployment, N.B.E.R., 1957, which also contains a useful analysis of the 
value of these statistics. For the years before 1927, we used this source for 
all countries, For the following years, the 1.1.0, figures are available, and in 
the country source notes below, the figures in brackets refer to the type of 
I.L.O. statistics which we have used. For Italy we have not thought it 
worthwhile to estimate unemployment as the pre-war figures are of more 
dubious value than those for other countries. 
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Denmark 


1903-1957 Trade Union Statistics (III) multiplied by .7 for adjustment (a), 
and by .73 for adjustment (b); total adjustment factor .511. 


Germany 


1903-1926 Trade Union Statistics multiplied by .7 for adjustment (a), 
and by .7 for adjustment (b); total adjustment factor .49. 1927-1938 unemploy- 
ment insurance statistics (V), adjustment (b) .7, 1948 onwards unemployment 
insurance statistics (V) adjustment (b) modified, i.e. ratio of sample to 
total .744. 


Netherlands 


1911-1938 Trade Union Statistics (II) of percentage of days lost per 
month by unemployment, multiplied by .7 for adjustment (a) and by .79 for 
. adjustment (b); total adjustment factor .553. 1948 onwards unemployment 
insurance statistics (VB) adjustment (b) .79. 


Norway 


1904-1938 Trade union statistics (III) multiplied by .7 for adjustment (a) 
and by .72 for adjustment (b); total adjustment factor .504. 1948 onwards 
unemployment insurance statistics (VB) adjustment (b) .72. 


Sweden 


1911-1955 Trade union statistics (IV) multiplied by’.7 for adjustment (a) 
and by .7 for adjustment (b); total adjustment factor .49. 1956 onwards 
unemployment insurance statistics (V) adjustment (b) .7o. 


United Kingdom 


1900-1913 Trade union statistics multiplied by .74 for adjustment (b); 
1920-38 Unemployment insurance statistics adjustment (b) .74. 1948 onwards 
unemployment insurance statistics (VB), adjustment (b) modified, i.e. ratio 
of sample to total .933. 


AnnuaL Hours Workep Per Heap 


Figures on annual hours worked per head are the product of separate 
estimates of changes in weekly working hours, and of holidays. 


Weekly Working Hours 


For early years the available figures on working hours are mostly based 
on guesses by writers on social conditions, or on small samples made by 
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such writers. A number of these writers are cited by Colin Clark in Condi- 
tions of Economic Progress, e.g. on p. 135 he cites a figure of 66 hours per 


‘week for Germany in 1885 from Jeans England’s Supremacy, on p. 159 a 


figure of 76 hours per week for Italy in 1885 from the same source, on p. 146 
a figure of 55 hours per week for the U.K. in 1886 from Giffen, who thought 
hours had been 66 hours per week fifty years earlier. Because of the uncer- 
tainty surrounding these figures, we have assumed that the movement in 
working hours from 1870 to 1913 was the same in all our countries, This is 
probably a reasonable assumption, for in the period for which our information 
is better, i.e. from 1929 to 1957, the long-run movements in our countries 
have been rather similar. For 1870 we have assumed that working hours 
were 66 per week, and for 1913, 53.8 per week. The latter figure is derived 
from the extensive Hours & Earnings Inquiry (published 1909-1913) carried 
out by the Board of Trade in the U.K. The figure refers to weekly hours in 
manufacturing (exclusive of mealtimes and overtime) in September 1906. 
For the Netherlands and Norway, the figure for 1900 is simply an interpola- 
tion of the 1870-1913 movement. 


Denmark 


1913 onwards Bjerke. Op. cit., page 128. 


Germany 


1929 (including building) and 1938 (excluding building) figures from 
I.L.O, Yearbook 1945-46. 1950 onwards Wirtschaft und Statistik, Wochenbericht, 
includes building and mining. 


Italy 


1929 and 1938 I.L.O. Yearbook 1945-46, p. 86, mid-point of range cited. 
Excludes building. 1950 onwards I.L.O. Yearbook 1958, figures for daily hours 
multiplied by 5.5. 


Netherlands 


For 1929 no figures were available so the average hours for countries 
with data were used. 1938 and 1950 onwards I.L.O. Yearbook 1958. However, 
the post-war figures are for adult males and they have been reduced in the 
ratio of adult male to total working hours which prevailed in 1938. 


Norway 


1929 as for Netherlands. 1938 and 1955 from I.L.O. Yearbook 1958, 
movement from 1955-57 as for U.K. 
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Sweden 


Average of Denmark and Norway. 


U.K. 


1913 figure as cited above. 1929 is an average of the figure for 1924 
(October) and 1935 (October) from Board of Trade inquiries. 1938 I.L.O. Year- 
book. 1950 onwards October figures for manufacturing from Ministry of Labour 
Gazette, September 1958. 


Holidays 


There is very little historical information available on holidays except 
for the U.K. In 1906 the average number of holidays in British manufacturing 
was 11.2 days, including public holidays (cf. Board of Trade inquiry cited 
‘above); in 1948 it was about 15 days and in 1957 about 18 days. For recent 
years, Etudes et Conjoncture, 1.N.S.E.E., Paris, 8th August 1957, page 863, 
provides a guide to the situation in most European countries which was as fol- 
lows for 1957: Denmark 28 days (annual vacation 18, public holidays 10), Ger- 
many 22 days (12 plus 10), Italy 28 days (12 plus 16), Netherlands 18 days (12 
plus 6), Norway 28 days (18 plus 10), Sweden 29 days (18 plus 11), U.K. 18 days 
(12 plus 6). It has been assumed that in 1913 workers -had one week’s vacation 
plus the same number of public holidays as in 1957. This fits in well with what 
we know of the U.K. It was assumed that a quarter of the increase in annual 
vacations was obtained from 1913 to 1929, another quarter from 1929 to 1938, 
no change from 1938 to 1950, and another half of the increase from 1950 to 1957. 


G.N.P. per Man Hour 


This table is derived from our other tables. G.N.P. is divided by total 
labour input. Total labour input is employment (labour force adjusted for 
unemployment) multiplied by the index of annual hours worked per head. 
In the case of Italy, no adjustment was made for unemployment — because 
of lack of comparable data over time. For the years 1870-1913 we have assumed 
that unemployment was stable at the 1913 level; unemployment figures were 
not available for the nineteenth century for any country except the U.K. In fact, 
1913 was a year of low unemployment by pre-1913 standards, and 1870 unem- 
ployment was probably higher in most cases, but it is unlikely to have been 
different enough to affect our productivity estimates significantly (in the U.K. 
1870 unemployment was 2.7 per cent compared with a 1913 figure of 1.6 
per cent). Table 6 in the text is derived from the Table VII. Table 7 in 
the text is derived in the same way as Table 6 except that we used the 
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index of population of working age instead of labour force — which is equi- 
valent to assuming that the labour force activity rate has been constant over 
time. It was felt useful to present this alternative estimate as the changes 
in the labour force shown by successive censuses are dubious in some cases, 
ie. Italy where the census records a rapid fall in the labour force over time 
which may, in turn, tend to overstate the productivity increase as shown by 
Table 6 of the text. In Denmark the activity rate for 1929 is probably too 
low and the rise in productivity from 1913 to 1929 is probably overstated in 
terms of Table 6 of the text. In Sweden the activity rate for 1929 is probably 
too high and the rise of productivity from 1913 to 1929 is probably under- 
stated in terms of Table 6 of the text. 


SHarE oF Gross INVESTMENT IN G.N.P. at Current PRICEs 
Denmark 


1870-1938. Bjerke Op. cit. Gross domestic investment excluding inven- 
tories as a percentage of Gross Domestic Product at factor cost. Bjerke does 
not specify whether his estimates include inventories, but Kuznets states that 
they do not, when he cites Bjerke’s article in Capital Formation and Economic 
Growth, N.B.E.R. 1955, p. 64. 1938 onwards from O.E.E.C, General Statistical 
Bulletins, January 1959. Gross Domestic Capital Formation excluding inven- 
tories at market prices as percentage of Gross Domestic Product at market 
prices. 


Germany 


1925-1934 figures from Griinig, Op cit. Gross capital formation including 
inventories as a percentage of G.N.P. at factor cost. 1936 and 1948 onwards. 
Gross Capital Formation at market prices including inventories as percentage 
of G.N.P. at market prices from O.E.E.C. General Statistical Bulletins, January 


1959. 
Italy 


Gross capital formation including inventories as a percentage of G.N.P. 
at market prices. 1870-1938. Amnali di Statistica Op. cit. 1938 onwards 
O.E.E.C, Op. cit. 


Netherlands 


Gross Domestic Capital Formation as a percentage of G.N.P. at current 
market prices. 1938 Statistics of National Product and Expenditure, 1938, and 
1947 to 1955, O.E.E.C., Paris, 1957. 1948-1957, O.E.E.C. Op. ait. 
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Norway 















11900-1938. Cf. note above for G.N.P. Gross capital formation including 
inventories and excluding repair and maintenance, as a percentage of G.N.P. at 
market prices. 1958 onwards O.E.E.C. Op. cit. 


Sweden 


1870-1938. Cf. note above for G.N.P. Gross capital formation excluding 
repair and maintenance and including inventories as percentage of Gross 
Domestic Product at market prices, 1938 onwards. Gross capital formation 
including inventories as percentage of Gross Domestic Product at market 
prices O.E.E.C. Op. cit. 


U.K 


1870-1938. Jefferys and Walters, Op. cit. Gross capital formation includ- 
ing inventories as a percentage of G.N.P. at factor cost. 1938 onwards. Gross 
Capital Formation including inventories as a percentage of G.N.P. at market 
prices O.E.E.C. Op cit. In the case of the U.K. we have also shown foreign 
investment as this was quite significant before 1913. Figures for 1870-1937 
from Jefferys and Walters, Op. cit., pp. 36 and 37; 1938 onwards from O.E.E.C, 
Op. cit. 


Ancus MappIson 


Federal Reserve System Discount Policy: 
an Appraisal 


There was a time after World War I when discount policy was 
pretty much the whole of the American quest, such as it was, for 
economic stability. Today, of course, we look much more to fiscal 
policy. And where we do look to monetary policy, we think not 
so much of the discount operation as official open-market opera- 
tions — largely because the growth of the public debt has enhanced 
so the power and subtlety of the latter (1). Nevertheless, discount 
policy has had a place in the post-Accord shape of things. As a 
matter of fact, not long after the Accord the Federal Reserve 
System adopted as one of its aims the restoration of the discount 
mechanism to something of its former position; and since then 
the discount rate has been used actively as a weapon of credit 
control. 

This decision and the subsequent use made of the discount 
mechanism have provoked a good bit of comment, both favorable 
and unfavorable. And inevitably the basic question of the proper 
role of discount policy has been raised again. Nor is this an unim- 
portant issue. The post-war period has been marked by a renewed 
interest and confidence in classical monetary techniques; and it is 
not likely that the share of responsibility for economic stabilization 
now borne by the monetary authorities will lessen appreciably in 
the near future. Thus, even the person who is somewhat skeptical 
af the ability of classical measures alone to carry this rather 
considerable load has every reason for wanting monetary policy 
to be as effective as possible. This is the motivation for the present 
examination of current discount policy. In what follows, then, some 


(1) The classical reference on the significance of the growth of the public debt is R. V. 
Roosa, “ Interest Rates and the Central Bank”, Money, Trade and Economic Growth (New 
York, 1951). 
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of the more interesting points of view represented in the contem- 
porary discussions will be outlined. And beyond this an attempt 
will be made to resolve the fundamental issue: whether or not the 


current policy is the best possible. 


1. An Outline of Current Discount Policy 


Our first experience with discounting subsequent to the Accord 
was not an altogether happy one. Member-bank indebtedness 
increased sharply; borrowings averaged roughly $ 1.1 billions for 
the period July 1952 through May 1953, whereas over the previous 
twelve months they averaged only about $ 36 billion (2). Moreover, 
this expansion of System credit was characterized by a considerable 
confusion. Just as in the 1920’s, bankers and officials alike were 
unsure about how a request for credit was to be treated. (Was 
access to the discount window a right of membership, or was it 
to be granted subject to conditions laid down by the System?) 
So surprising and disconcerting were these developments that 
Federal Reserve officials took the first opportunity — the second 
half of 1953, when, because of the oncoming recession, demands 
on the discount facilities fell off — to re-examine their discount 
policy (3). And presumably the strategy of the past several years 
reflects the conclusions reached in this reappraisal (4). 

Two aspects of current discount policy warrant special emphasis 
here. The first is the relationship between the discount rate and 
market-determined rates; and the second is the role played by 
non-price eligibility (or rationing) criteria in the regulation of 
member-bank borrowing. 

Certainly one of the more interesting appearances of the 


period of credit restraint just past — roughly, from January 1955 


(2) The reason most often cited for this rise in indebtedness is the tax incentive provided 
by the excess-profits tax which was on the books until the end of 1953. But it must also be 
remembered that until shortly before mid-1952 banks were operating in a world of pegged 
interest rates, and so were perhaps paying only casual attention to their secondary reserve 
positions. 

(3) That such a study was being undertaken was first announced by the Board of 
Governors in its goth Annual Report (which covers operations for the calendar year 1953). 

(4) This of course is only a conjecture, for the results (as such) of this study were 
never made public. But the latest statement of the Board of Governors’ position — its 
44th Annual Report — reads as if this is a correct surmise. 


Federal Reserve System Discount Policy: an Appraisal 105 


through August 1957 — is the frequency with which the monetary 
authority adjusted the discount rate. True, it was increased % 
percent to a level of 2 percent in January 1953; and with the return 
to easy money, it was reduced in two stages (February and April 
1954) to a level of 114 percent. But compare these with subse- 
quent movements. In April 1955 the first of six upward adjust- 
ments of 14 percent was made, and by August 1956 the discount 
rate stood at 3 percent. In August 1957 there followed still another 
increase, this time of '4 percent. Then, when economic conditions 
changed, four downward revisions were made, so that by April 
1958 the official borrowing rate was again 134 percent. Finally, 
in October 1958 the trend was again reversed when the rate was 
increased to 2 percent; and in November 1958 a level of 24 percent 
was established (5). 

This contrast in the administration of the discount rate between 
the last three or so years and the first years after the Accord indicates 
clearly a movement in the direction of a more aggressive rate policy 
— an increased willingness to vary the official borrowing rate so 
as to keep it above, or at least not far below, the Treasury bill 
rate (6). And undoubtedly this is the pattern of the future. 

But however interesting and important this development may 
be, too much should not be made of it. The point is that the System 
has still not gone so far as to establish a true penalty borrowing 
rate. Even during 1955 and 1956, for example, the discount rate 
was on occasion below the Treasury bill rate, with the result that 
member-banks were presented with an opportunity to « borrow for 
profit » (7). And this is not the whole picture. The maintenance 


(5) The rate pattern cited here is that of the Federal Reserve Bank of New York. 
It should perhaps be noted in passing that occasionally (e.g., in April 1956, and August- 
September 1958) all twelve banks do not keep together on their discount rates. Within the 
present context, however, differences in the timing and magnitude of the rate changes are 
not important and consequently can be ignored. 

(6) As the graph in the Appendix shows, changes in the bill rate were much more 
promptly and fully matched in the period after January 1955 than previously. Also, a rather 
striking confirmation of this trend to a more aggressive rate policy is to be found in the 
fact that in August and September 1957 several of the Reserve Banks raised their discount 
rates 4 percent, and at a time when the general economic outlook was far from clear. 

(7) Since Treasury bills are now widely used by commercial banks to adjust their reserve 
positions, the relationship between the bill and discount rates is currently more important 
than that between the commercial paper and discount rates. Thus, if the bill rate exceeds 
the discount rate, member-banks will have an incentive to acquire borrowed reserves. And, 
when this spread is reversed, those with bills in their portfolios will prefer (out of profit 
considerations alone) to run down these holdings rather than go to the discount window. 
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of a penalty rate calls. for more than simply keeping the official 
rate only slightly above the bill rate (which is the most that can 
be said for the Federal Reserve’s policy). For one thing, banks 
with bills in their portfolios may nevertheless be willing to pay a 
modest premium for borrowed reserves in order to hold onto their 
money-market assets as a hedge against a tighter discount policy 
later on (8). Moreover, as the law governing discount operations 
now stands, Reserve Banks can make advances to a member-bank 
on the latter’s own promissory note if the note is secured by 
marketable obligations of the federal government; and there is no 
restriction on the maturity of the pledged assets (9). Hence, a 
member-bank may well find itself in the position, when out of 
Treasury bills, of being able to borrow against collateral paying a 
return higher than the rate charged by its Reserve Bank. 

Now, obviously, these remarks are not meant to suggest that 
member-banks seize every opportunity to borrow for profit. Whether 
or not they do depends, among other things, on how they feel about 
being in debt to the System; and this, as will be seen presently, is 
a point of considerable controversy. For the moment, however, 
it is enough to recognize that banks holding few or no bills — which 
perhaps is not an unusual situation when a policy of credit restraint 
has been in force for a while — are typically in a position to borrow 
for profit; and even banks holding bills are on occasion also in a 
position to do so. 

That the discount rate is not now a penalty rate in the sense of, 
say, the British Bank Rate is hardly cause for surprise. It never has 
been. Nor has there ever, except perhaps towards the end of 
World War I, been much feeling for taking the big step (10). 
Often it is suggested that a penalty rate, while no doubt well suited 
to British institutional arrangements, is an administrative impossi- 
bility in the United States (11). There seems, however, to be little 


(8) The assumption is that System credits need not be rationed by price alone. 

(9) For a complete statement of the rules governing Federal Reserve discount operations, 
see Regulation A (Revised) of the Board of Governors of the Federal Reserve System: Ad- 
vaaces and Discounts by Federal Reserve Banks. 

(10) On this and the other historical points made here, see S. E. Harris, Twenty Years 
of Federal Reserve Policy (Cambridge, 1939), Part I; see also L. V. CHanpier, Benjamin 
Strong (Washington, 1958). 

(11) See, for example, W. L. Smitu, “The Discount Rate as a Credit-Control Weapon”, 
Journal of Political Economy, April 1958, p. t71n. “In the United States”, Smith writes, 


ee 
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substance to this argument (12). Indeed, it would appear more 
probable that the explanation for the resistance to the idea of a 
penalty rate lies more in political or policy, rather than technical, 
considerations. In the early days of the System, regional bank 
officials in particular were dominated by a commercial banker’s 
mentality, and so tended to think of showing a profit on their 
operations and of competitive, not penalty, borrowing rates. They 
also conceived of their banks as primarily serving the banking 
community rather than the public good. All along, as a matter of 
fact, although the other nonsense has been pretty much put aside, 
the monetary authorities have continued to show themselves sensitive 
to the « needs of commerce, industry and agriculture ». And instead 
of a penalty rate, there developed the idea that commercial bankers 
are reluctant to be in debt to the System — that while they might 
borrow to cover a sudden loss of deposits, they would never borrow 
for a profit. 

Now there certainly would seem to be an element of conve- 
nience in this view; but right or wrong, it has served for a long 
time as a justification for not instituting a penalty discount rate. 
Only recently have System spokesmen backed off even slightly from 
the extreme position held during the years before World War II. 
This, one gathers, is what lies behind the revision of Regulation A 
— covering discounts and advances by Reserve Banks — which was 
announced in 1955 (13). The revision was apparently intended to 
make unmistakably clear that the System regards access to its 
discount facilities as a privilege, not a right; or put differently, it 
emphasized the fact that more than ability to pay could be required 
of member-banks wanting borrowed reserves. Thus, an application 
for discount credit might be turned down by a Reserve Bank because 
the applying bank wants to borrow for the « wrong » reason, or 


“a penalty rate is impracticable because there are several thousand member banks able to 
borrow directly from the Federal Reserve and invest their funds in a broad range of assets 
carrying widely varying interest rates ”. 

(12) Why is it not possible to approximate the intent of the British Bank Rate qua 
penalty rate by simply setting up a formula which takes into account the situation of the 
particular bank applying for borrowed reserves? Thus, for example, if the bank in question 
holds Treasury certificates but no bills, and if the certificate rate is above the bill rate, then 
it should be made to pay a rate on borrowed reserves in excess, not just of the bill rate, but 
also the certificate rate. 

(13) The most important part of this Regulation, the introduction or statement of 
General Principles, can be found in the January 1955 issue of the Federal Reserve Bulletin. 
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because_the bank in question has borrowed too frequently in the 
past, or because the condition of its loan and investment portfolio 
is not all that the authorities would like. In any event, the publicity 
given these non-price eligibility conditions can be intepreted as 
evidence of a waning faith in the supposed traditional reluctance 
of member-banks to be in debt to the Federal Reserve. 

It is clear then that, potentially at least, discount policy has 
two distinct aspects; it may involve price and non-price ratio- 
ning (14). And it is also clear that the non-penalty character of 
the discount rate need not be significant. That is, if the authorities 
so choose, they can regulate the level of member-bank indebtedness 
without reference to the discount rate. Where the supposed tradi- 
tional reluctance of member-banks weakens in the face of increa- 
singly profitable opportunities, non-price eligibility conditions can 
(conceivably) be put in the way of the unwanted expansion of 
System credit. 


lil. The Official View on Discount Policy 


Looking at the record of member-bank borrowing, one is struck 
with the apparent perversity of discount policy (15). Moreover, 
there is a sense in which this perversity is perhaps other than 
appearance. But as Federal Reserve theoreticians would quickly 
point out, critics of present-day discount policy who argue simply 
from the fact that average indebtedness increases in periods of 
credit restraint and decreases in periods of credit ease are largely 
wide of the mark. They forget that the System has another arm, 
its Open-Market Committee, which can be used to counter-balance 
changes in the level of member-bank borrowing. And they forget, 
or refuse to acknowledge, another tenet of the official doctrine: 
that borrowed reserves are not truly an offset to reserves lost 
through, say, open-market operations because by choice they are 
only a very temporary stop-gap. According to the so-called « need » 
theory of discounting, member-banks may borrow when faced with 
a sudden loss of deposits or, when already fully loaned up, with 


(14 The word “ potentially ” should be emphasized, for, as will be clear from what 
follows, the System does not make much use of its non-price eligibility conditions. 

(15) A quarterly time-series of member-bank average indebtedness is given in the 
Appendix. 
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a loan request from a customer of long-standing; yet they will 
never turn to the discount window just to exploit a profitable 
differential between the lending and borrowing rates confronting 
them. Furthermore, their (supposed) reluctance to go into debt 
to the System will push them to reduce their borrowings as soon 
as is humanly possible. Thus, not only is it wrong in the official 
view to look at the level of borrowed reserves without paying 
attention to open-market activities, it is also wrong to think that 
the reserve position of member-banks (and hence the over-all credit 
situation) is unaffected by the ratio of borrowed to required re- 
serves (16). The discount window may serve to ease the shock 
of official open-market activities, but it is not therefore a means 
of permanent escape. 

The other important aspect of the monetary authorities’ version 
of discount policy concerns the impact of changes in the discount 
rate on the expectations of the private sector of the economy. 
Interestingly enough, this « announcement effect » as it is some- 
times called is presented as an asymmetrical influence on behavior. 
Lenders — in particular, commercial banks — are held to interpret 
an increase in the System’s borrowing rate as a sure sign that 
tighter credit conditions lie just ahead, and are thus prompted to 
adopt a more conservative lending policy before such a course is 
actually forced upon them. Borrowers on the other hand are alleged 
to take the increase a signalling the end of good times, and as a 
result move to cut back their spending plans and pare down their 
loan demands. From both sides of the market, then, the responses 
are apparently stabilizing (17). 


lll. Alternatives to Current Policy: Rationale and Strategy 


The foregoing interpretation of discount policy, though stoutly 
defended by Federal Reserve spokesmen, does not appear snug 
and sound to everyone. Recently in fact — perhaps as a corollary 
to the greater emphasis being put on discount operations — it 


(16) It is this view which motivates the use of the concept “free reserves” (excess 
reserves minus borrowed reserves) as an index of credit conditions. See “ The Significance 
and Limitations of Free Reserves”, Monthly Review of the Federal Reserve Bank of New 
York, November 1958, pp. 162-7. 

(17) A reduction in the discount rate is supposedly productive of exactly opposite 
responses. 
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has been seriously questioned. It is to these criticisms, and the 
implied modifications of current policy, that we now turn. 


A. The Need for Discount Facilities: Implicit in the “ need” 
theory of rediscounting is the assumption that the discount windows 
of the regional Reserve Banks are in some sense essential features 
of our institutional arrangements. For this reason, the claim that 
member-bank borrowings are not a permanent offset to other System 
activities is entirely too negative a way of defending the discount 
operation. It is perhaps more accurate to characterize the official 
position as arguing that the combination of discount and open- 
market operations is actually superior to the latter alone. This 
stronger statement hinges on the legitimacy of the “ safety-valve ” 
interpretation of the discount window, for which, in turn, there 
are a number of possible defenses (18). 

The rules governing reserve balances which were imposed 
under the Federal Reserve Act are quite strict; the averaging 
period used in computing required reserves is short, and the penalty 
for failing to maintain adequate reserves is certainly not incon- 
sequential (19). Thus, member-banks — working within a rigid 
fractional reserve framework, and dealing with volatile, unpredic- 
table liabilities and loan demands — are faced with something of 
a problem (20). It is this problem which has given rise to the 
claim that a discount mechanism gua safety-valve is essential, and 
to defenses of this claim which involve considerations both of 
equity and of economic efficiency. 

Imposing reserve requirements sets a limit on bank earnings. 
Moreover, when these requirements are rigidly applied, the matter 
does not end with this direct influence. Considering the alternatives 


(18) It is clear that this argument — which proceeds by establishing the need for 
discount facilities — is not by itself a strong defense of any particular discount policy. At 
the same time, though, it is also clear that the validity of the argument has a direct bearing 
on the problem of selecting the “ best” discount policy. 

(19) For banks located in cities having either a Reserve Bank or a Reserve Bank branch, 
required reserves are computed by taking a weekly average of deposit liabilities; a two week 
averaging period is used for all other banks. Member-banks are charged a rate equal to the 
current discount rate plus two percent on the cumulative reserve deficiency shown for the 
given computation period. 

(20) The individual members of a unit banking system are especially vulnerable to 
deposit losses. For an analysis of the causes and significance of this, see E.C. Simmons, 
“The Monetary Mechanism Since the War”, Journal of Political Economy, April 1950. 
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available to a member-bank faced with a reserve deficiency, it 
becomes apparent that they are of uneven reliability; in point of 
fact, a banker can really only count on his loan and investment 
portfolio and the discount window of his Reserve Bank. But even 
calling loans, quite aside from the implications for economic 
efficiency, is not generally feasible in the short run. And if we go 
back to the period before (say) 1940, we see that the possibility 
of quickly liquidating investments also largely disappears; except 
as provided by the Federal Reserve, secondary markets of sufficient 
size simply did not exist then. In the absence of a large stock of 
liquid assets, however, to merely quote current reserve requirements 
is to understate the impact on bank earnings. That is, if banks are 
to increase the probability of escaping penalty charges (moral and 
financial) for reserve deficiencies, they must hold excess cash — or 
be allowed free and easy access to a discount window. Thus, the 
discount mechanism has functioned historically not only to offset 
the direct impact of reserve requirements on bank earnings, but 
also as a defense against this further erosion of earning potential. 

Of course, the discount mechanism has also served in the 
name of economic efficiency; this, if anything, has been its most 
cited rationale. In any earlier day, banks tried where possible to 
meet reserve drains by calling loans or correspondent balances, 
and where calls were impossible they reacted by refusing to consider 
new applications or requests for loan renewals. Yet such responses 
were clearly not optimum, even for the individual banks; at the 
macro-level, they created lasting difficulties in the form of liquidity 
panics. Here again, then, the discount mechanism has traditionally 
seemed to be an obvious answer. 

This particular justification of rediscounting would seem, 
though, to pertain to an earlier era, that is, to the years before 
World War II. Just as with so many other aspects of monetary 
policy, the growth of the public debt — specifically, the growth in 
the stock of Treasury bills and certificates outstanding — appears 
to have made the difference (21). Commercial banks are now able 
to hold large quantities of liquid assets which can be used as a 
means of adjusting their reserve positions, as in fact they have been 


(21) Professor Simmons seems to have been the first to point this out. See his “ Federal 
Reserve Discount Policy and Member-Bank Borrowing ”, Journal of Business of the University 
of Chicago, January 1952. 
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in recent years. From the viewpoint of the individual member- 
bank, doing away with the discount mechanism is therefore distinctly 
feasible. Admittedly, there remains the macro-economic problem; 
but those who stress the possibility of undue pressure on market 
rates or of disorganized markets underrate the potential contri- 
bution of open-market operations and the ability of institutional 
arrangements to grow under the push of profit incentives. One can 
reasonably doubt that closing down the discount facilities would 
lead to sharper fluctuations in yields than those we have experienced 
since the Accord. Banks short of reserves would be forced to sell 
or run off their short-term holdings. Those in an opposite situation, 
however, would have a strong incentive — much stronger, it should 
be noted, than they have today — to retain the Treasury obligations 
already in their porfolios, and perhaps to acquire more. With 
market fluctuations thus limited, the task left to official open- 
market operations would be that much easier. Still, System purchases 
could be used when necessary to relieve general selling pressure, 
thereby enabling individual banks to unload their securities quickly 
and at no great loss. The judicious use of repurchase agreements 
with dealers in government securities would also help solve the 
problem of getting funds to particular banks. And so would other 
activities designed to expand government securities dealers’ scope 
of operations, although clearly the adjustment to a world without 
a discount mechanism would take time. 

The increase in the stock of short-term federal obligations 
outstanding has not wholly solved the problem of bank earnings 
(outlined above). Bills and other short-dated securities do pay a 
positive, if relatively low, rate of return, so that secondary reserves 
now have a lower opportunity cost than formerly; but this im- 
provement in the earnings situation may not be sufficient to warrant 
abandoning our present discount arrangements. It is nevertheless 
questionable that the solution to this problem should be sought in 
the discount mechanism. Discounting does have definite implica- 
tions for economic stability, and in this day and age these impli- 
cations must be accepted as primary. That is to say, the future of 
the discount operation must be decided on the basis of its meaning 
for stabilization — especially since other solutions for the earnings 
problem (eg., lowering reserve requirements, or lengthening the 
computation period) are readily available. 
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Nor should the separate stabilization functions served by the 
discount mechanism be confused. The mere suggestion that we 
abandon our discount facilities may raise the spectre of rgth century 
financial crises, so it is well to emphasize that this proposal is 
not meant to question the desirability of having the central bank 
stand ready against true liquidity panics. That such a development 
is higly unlikely today does not matter; adequate safeguards against 
the extreme risks and dangers involved, since they cost so little, 
are really mandatory. Again, however, this does not imply that 
our present discount facilities are therefore essential. Strictly ad hoc 
arrangements would undoubtedly serve just as well for this pur- 
pose (22). 

That closing down the regional discount windows appears 
feasible is not to say that it is thus the thing to do. We have so 
far only established an alternative to current policy, and there are 
others, as will be seen presently. But, which alternative should be 
adopted can only be decided in the light of our fundamental goal, 
economic stability. So, besides outlining the remaining alternatives, 
there is still before us the task of assessing the potential contribution 
of each possibility to the stability of our economic system. 


B. Professors Simmons and Smith on Current Policy: The 
element of discretion bulks large in present-day discount policy. 
It is discretionary in the traditional sense; changes in, say, the 
official borrowing rate come deliberately, not automatically. Fur- 
thermore, it is: discretionary in another sense; that is, Reserve 
Banks are not bound by law to make advances to any member-bank 
just because the latter is willing and able to pay the going rate. 
The question is whether these liberties are good or bad. Certainly 
the authorities must think of them as desirable. Yet it is this 
discretionary freedom which has drawn the fire of critics of Federal 
Reserve discount policy. 


(22) Mr. Batocn, in his paper “ Dangers of the New Orthodoxy”, The Banker, June 
1956, has suggested that the Bank of England’s present interpretation of the “ lender of last 
resort” function is a misreading of the message of BaceHor’s Lombard Street. Thus, he 
writes (p. 350): “ Bagehot evolved his principle (the Bank as lender of last resort) in response 
to the failure of the Bank of England in the middle of the last century to stop liquidity 
panics by providing cash against sound security in case of need. This principle has no 
relevance to, and must not be used as an argument in favor of, the continuous use by the 
discount market of the Bank of England as a source of funds ”. 
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For example, Professor Simmons, commenting on the way in 
which the System allocates discount credits, has written that non- 
price rationing “...seems poorly suited to serve as a monetary 
control in a market economy” (23). He objects not only to the 
use (or better, possible use) of non-price eligibility conditions, but 
also to the failure to impose a true penalty borrowing rate and 
the continuing reliance on the reluctance of member-banks to 
borrow from the System. These objections are apparently based 
in part on philosophical considerations. More important for present 
purposes, though, is the analysis of the contribution of current 
policy to the goal of economic stability. Simmons makes the 
point that the combination of allocative devices presently being 
used reflects too strongly the Federal/Reserve’s long-standing sensi- 
tivity to the “needs” of the borfowing public, and that they 
cannot therefore be counted to/effectively control the level of 
member-bank indebtedness. In articular, he doubts that the alleged 
unwillingness of banks to~go to the discount windows is nearly 
so widespread as the authorities imagine, and hence feels that there 
is no real assurance that requests for borrowed reserves will not 
be very numerous. There is thus, for Simmons, an obvious danger 
in not employing a penalty borrowing rate or some other means by 
which System credit could effectively be rationed. 

This idea that discount policy is even now limited by the 
Federal Reserve’s concern for the “needs of commerce, industry 
and agriculture” is in a way rather persuasive. It must be ad- 
mitted, of course, that this sensitivity is today less pronounced 
than at any time in the past. And yet something of it remains. 
System spokesmen continually insist that borrowing is a privilege, 
true, but it appears in fact to be treated more as a right of mem- 
bership — at least in all cases where abuse is not flagrant (24). 
Such an approach is risky, however, when combined with the 
use of a non-penalty discount rate. It is dangerous, that is, to 
rely so much on the attitude of member-banks toward borrowed 


(23) E. C. Simmons, “ A Note on the Revival of Federal Reserve Discount Policy”, 
Journal of Finance, December 1956, p. 420. 

(24) This is the only conclusion which can be drawn from observations of regional 
Reserve Bank behavior; in particular, one cannot help but notice the way these banks hesitate 
before deciding to put pressure on member-banks which abuse their borrowing privileges. 
As one member of the Federal Reserve's official family put it: “ Any bank with a good 
record can be virtually certain that it will get a loan ”. 
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reserves, especially when, because of their own traditions, the 
authorities are not in a position to move quickly in response to a 
change in this attitude. In fact, the only possible justification for 
taking such a risk is the fact that the System can perhaps still keep 
a hold on the over-all situation through its open-market operations. 
The issue therefore is whether or not there is some limit to the 
potential of the latter (25). In other words, can the System count 
on being able to make sufficient open-market sales — at a time, 
it should be noted, when the demand side of the market is likely 
to be weak — to offset an expansion of member-bank indebtedness, 
while at the same time honoring its commitment to prevent the 
development of disorganized markets (26)? Clearly, no one knows 
for sure; but this is not to say that the possibility of a negative 
reply can simply be assumed away. In any event, it is with this 
question in mind that some sense can be made of the criticisms 
of current policy which rest on the apparently perverse behavior 
of member-bank borrowings (see section II above). 

Without being able to get inside the heads of Federal Reserve 
decision-makers, one can never be sure whether member-bank 
borrowing has ever gotten out of hand or whether actual develop- 
ments have always been, so to speak, planned. It certainly seems 
that on occasion it has been the former, which is why Simmons 
would like to see some changes made. He does not advocate 
closing down the discount facilities; rather, he would prefer to move 
in the direction of establishing a true penalty rate — perhaps in 
part because of his feeling for what is appropriate in a market 
economy. But one would also have to grant that non-price rationing 
— while in principle no less effective than price rationing — is 
on occasion somewhat ambiguous in practice; inter-bank discrimin- 
ation and unwanted expansions of System credit are therefore more 
likely. In a word, there is more room for human error. The 
non-discretionary approach should perhaps then be given a slight 
nod. But only a slight nod, even with regard to actual operations. 
For where, historically, excessive use has been made of Federal 


(25) On this point, see W.L. Smrrn and R.F. Mixesetr, “ The Effectiveness of 
Monetary Policy: The British Experience ”, Journal of Political Economy, February 1957, p. 35- 

(26) It should perhaps be mentioned here that the fact that individual banks try to get 
out of debt as quickly as possible is not so important as System spokesmen try to make out. 
The relevant figure is aggregate indebtedness, and this shows signs of falling off only when 
conditions of credit ease return. 
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Reserve facilities, the fault has been official reluctance and hesita- 
tion and not the uncertainties, of non-price techniques. The latter 
have been talked about, but little used. We shall return presently 
to this possibility of a greater reliance on non-price eligibility 
criteria, but before doing so some attention must be given to Pro- 
fessor Smith’s critique of current policy. 

In contrast to Professor Simmons, who is interested in the 
question of the appropriate level of the discount rate, Professor 
Smith is primarily concerned with the problem of rate administra- 
tion (27). His thesis, in capsule form, is that changes in the discount 
rate, as carried out under the present policy, are if anything desta- 
bilizing in their effect. And this, as he sees it, is because these 
changes are made at the discretion of Federal Reserve officials. 

Smith is inclined (and rightly, it would seem) to play down the 
influence of changes in the discount rate on businessmen’s expecta- 
tions. But he would also contend that where, say, rate increases 
do have an effect, they promote instability, not stability — the idea 
being that businessmen take such changes as grounds for optimism 
about the future. An even more important cause of instability, 
however, is the impact of rate increases on the expectations of 
market professionals. Traders and dealers, it is argued, pay close 
attention to the activities of the central bank, and use their resulting 
interpretations as a basis for forecasting the future. Because of this, 
the way is opened to possible misinterpretations of official inten- 
tions; and because traders and dealers play such an important role 
in securities markets, the way is also opened to unwanted, perverse 
fluctuations in market yields. For example, an increase in the 
discount rate which the authorities regard as “ ...merely a technical 
adjustment to preserve or re-establish a normal relation to other 
interest rates may be interpreted as a sign of a marked tightening 
of monetary policy and cause a sharp rise in long-term rates ”. 
Or the failure to make such an adjustment “...may create the 
expectation of a turnabout in monetary policy and cause a decline 
in long-term rates ” (28). Now such developments, when they come 
to pass, are unfortunate because they tend to undermine overall 
monetary control. A sudden decrease in market yields, particularly 
if it follows a protracted increase, may as Smith points out bring 


(27) “ The Discount Rate as a Credit-Control Weapon”, op. ait. 
(28) Ibid., p. 175. 


— 
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forth a flood of capital issues heretofore held off the market; and, 
more importantly, a sudden increase in rates may force the autho- 
rities to relent in their (restrictive) open-market activities. 

To remove once and for all the root cause of such difficulties, 
that is, the discretionary rate policy, Smith would have the Federal 
Reserve follow the lead of the Bank of Canada. The discount 
rate would then be tied directly to the Treasury bill rate by means 
of a well-publicized formula which would have built into it an 
appropriate yield differential (29). Thus, the official borrowing 
rate would vary only as the bill rate varied, so that there would 
be no room for interpretation, let alone misinterpretation. Quite 
simply, there would be nothing to interpret. The authorities could 
then feel free to press a restrictive monetary policy without having 
to worry about perverse yield movements arising out of their at- 
tempts to keep the official lending rate in line with market rates. 

On a priori grounds alone there is no reason to suppose that 
Smith’s “ announcement effects” are any less plausible than those 
outlined in section II above (30). Moreover, his interpretation of 
post-Accord developments is quite convincing (31). It must be 
remembered, however, that while something is perhaps to be gained 
from following the course he advocates, something may also be 
lost. Market professionals do pay careful attention to what the 
Federal Reserve does, but this does not mean that expectational 
effects will necessarily be perverse. The point is that System policy- 
makers have in the open-market trading desk an excellent informa- 
tion source, and so, ideally, are in a position to either confirm or 
confound the expectations of the market (32). Confounding expec- 
tations may be a good idea; it all depends on what the authorities 
want to accomplish. But in adopting the non-discretionary approach, 


(29) For details of the Bank of Canada’s procedure and a statement of the reasons for 
its adoption, see the Annual Report of the Governor of the Ministry of Finance, 1956, pp. 45-6. 
This technique, as applied in the United States, would come out something as follows: each 
week the Federal Reserve would announce a discount rate computed from the average of the 
closing bill rates for the previous week or from the average bill rate established at the last 
bill auction. 

(30) This reverse-twist was first presented by Samuetson in his paper, “ Recent American 
Monetary Controversy ”, Three Banks Review, March 1956, p. ton. 

(31) Op. cit.; see especially notes 16-18, 20. 

(32) To confirm market expectations is simply to do what is expected, and so minimize 
the reaction to the change in the discount rate. To confound expectations is to deliberately 
(or otherwise) set off a sharp reaction by doing the unexpected. 
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it is just this freedom to confound the market that is given up. 
Much depends therefore on one’s estimate as to the likelihood that 
the practical difficulties outlined by Smith can be overcome within 
a discretionary framework. 


C. In Defense of Discretion: Different as they are in important 
respects, the arguments and proposals of Professors Simmons and 
Smith can nevertheless be taken — without doing a serious injustice 
to either author — as comprising a single point of view. And in 
addition to a thorough critique of the discretionary elements in 
present-day policy, there emerges from this union an integrated 
proposal for a non-discretionary approach to the discount operation 
which can be put alongside our first major alternative to current 
policy (that of closing down the discount facilities). Of course, the 
feasibility of this second alternative depends entirley on the degree 
to which the discount rate is made to approximate an effective 
penalty rate. That a rather considerable differential between, say, 
the Treasury bill and discount rates would be required under the 
Simmons-Smith proposal follows from the fact that it would turn 
the central bank into a true “ lender of last resort ”. Member-banks, 
simply by paying the going rate, would be able to get borrowed 
reserves; only their profit calculations could limit their acquisitions. 
Clearly, then, if bank indebtedness were to be kept to a level 
which could be offset by open market operations, the rate spread 
would have to be larger than anything we have so far known. 
Indeed it might even be necessary to make provision for periodic 
adjustments in the rate differential, although this would be difficult 
to manage in a wholly non-discretionary way. Faced with a non- 
discretionary discount policy, member-banks would have no need 
to husband their secondary reserves against the possibility of (for 
example) a tightening of non-price eligibility conditions, and so 
would be tempted to run through their bill holdings quickly; but 
having done this, they might then find that the discount rate, 
when judged in terms of the assets still in their port-folios, was no 


longer a penalty rate (33). 


(33) Although Smith does not make this point explicitly, he does seem to be well 
aware of it (op. cit., p. 176n). 
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The establishment of a penalty borrowing rate could reasonably 
be expected to bring cries of pain from bankers and politicians 
alike. Presumably, however, cries would be no louder than those 
which would result if the discount facilities were closed once and 
for all; for given a true penalty rate in the Simmons-Smith scheme 
there is not much difference between the two alternatives. Admit- 
tedly, even with a penalty rate banks could, under the Simmons- 
Smith approach, borrow when faced with “last minute” reserve 
deficiencies; nor would the imposition of a relatively high borrowing 
rate stop-up completely the safety-valve which the authorities appear 
to value so highly (34). Yet these are precisely the features of 
present-day policy which (when considered in section III. A. above) 
were judged as being appropriate only to pre-war circumstances, 
or as fulfilling needs which were realistic only in a previous era, 
and so too much should not be made of them. It is more to the 
point to recognize that both alternatives would force member-banks 
to meet pressures on their reserve positions by selling from their 
investment portfolios; thus, more quickly than under the present 
arrangements, the banks would find that they would have to go 
to their long-term assets if they wanted to continue to expand their 
loan portfolios or if open-market operations kept them continually 
with their backs to the wall. Now if the Federal Reserve dealt 
as a matter of course over the whole maturity range of government 
securities, this aspect of these alternatives might not loom so large. 
Where, however, because of the “ bills only ” doctrine, open-market 
dealings are confined to the short end of the maturity structure, 
it must be regarded as crucial. 

The apparent inferiority of current policy is not, even on the 
above count, due to its discretionary character. As was pointed 
out previously, there is no basis for thinking that non-price rationing 
is in principle any less effective than price rationing in curbing 
unwanted expansions of System credit; again, what has been wanting 
in Federal Reserve policy is a lack of will. Yet, this sort of argument 
is entirely too negative a defense of the use of non-price rationing 
techniques. The discretionary approach to discounting can be better 
defended by emphasizing the flexibility of this kind of policy, that 


(34) For a sympathetic discussion of the need for “ safety-valves”, see L.S_ Rirrer, 
“Income Velocity and Anti-Inflationary Monetary Policy”, which will appear in the March 
1959 issue of the American Economic Review. 
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is, the power not only to control total indebtedness, but also to 
selectively control bank lending practices. 

To point to the possibility of controlling the level (and perhaps 
even types) of bank loans is not to suggest that the control of 
the money supply is unimportant. It obviously is very important, 
more so than the control of any other single stock of assets. But 
at the same time it is not all-important, at least when inflation 
is the stabilization problem. The question at issue, then, is whether 
or not we should seek to control other asset stocks in addition to 
the money supply. 

Commercial bank lending is a particularly important aspect of 
the total credit picture partly because it is closely associated with 
phenomena which have a special significance for the contemporary 
inflationary process — namely, inventory speculation and money 
wage increases. As a matter of business practice, the need which 
prompts a firm to seek outside financing helps determine the alter- 
natives available. For example, if the contemplated expenditure is 
long-lived, a bank loan is a possible short-run substitute for open- 
market borrowing. But when funds are needed to finance an 
inventory buildup or an increase in transaction balances, a bank 
loan is more likely to be the only alternative available. Thus, to 
the extent that bank lending is held in check, employer resistance 
to employee demands for money way increases will probably be 
heightened. And where bank loans are not readily available firms 
will be less likely to speculate either in input requirements or 
their final outputs. Needless to add, both results would brighten 
the economic outlook. 

In part, the effectiveness of an attempt to curb bank lending 
depends upon the extent of market imperfection — in particular, 
on the extent to which borrowers are able to shift between credit 
sources. If substitute sources are immediately available, it obviously 
does little good to limit access to bank loans. As was suggested 
above, however, firms are in some measure limited by their own 
conventions (35). And in addition it appears to be a fact of life 
that some borrowers simply have no alternatives beyond their local 


(35) This is not to suggest that borrowers are therefore irrational. Under certain 
conditions the desire to match the length of the loan with the duration of the investment 
makes a good deal of sense. 
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bank (36). There does then appear to be some imperfection present 
currently, though it may be less extensive than formerly. 

It should be noted that the selective control of bank lending can 
be effective even when credit markets are relatively perfect, for there 
is still the matter of timing and the cumulative nature of inflation. 
Where borrowers do have feasible alternatives to bank loans, the 
forces of custom or tradition and cost considerations nevertheless 
suggest that they will be investigated and utilized only after a 
lapse of time. Even where the response is immediate, the actual 
process of securing the substitute financing consumes some time. 
Nor is this a trivial consideration. Inventory speculation, particularly 
in commodities like steel which as inputs have an economy-wide 
significance, provides the very force which gives rise to “ premature ” 
price adjustments; and these price increases tend to cumulate through 
the rest of the economy. Once prices have been pushed up, the 
monetary authorities find themselves in a rather delicate position; 
they either have to expose themselves to the charge of economic 
irresponsibility, of having forced a downturn in economic activity, 
or else increase the money supply to accomodate the new, higher 
level of prices. At the very least, then, the control of bank lending 
could serve to compensate for the operation lag in general monetary 
policy (37). 

To make use of the discount mechanism to selectively control 
bank lending would first of all require the establishment of appro- 
priate non-price eligibility conditions (for example, a maximum 
figure for the ratio of loans to total loans and investments). And 
it would be necessary to keep the discount rate below the penalty 
level (38). If banks are to avail themselves of the System’s discount 
facilities and thereby submit to the regulation of their activiets, 
it must in some sense be profitable for them to do so. (It might 
therefore be a good idea to increase considerably the charge levied 


(36) In this connection, see R. F. Kann, “ Monetary Policy: A Symposium ”, Bulletin 
of the Oxford University Institute of Statistics, April-May 1952; see also F. W. PatsH and 
R. F. G. Atrorp, “ How Interest Rates Cut Spending”, The Banker, August 1956, pp. 478, 
481-3. 

(37) The operation lag is measured as the amount of time it takes for a particular 
monetary policy, once instituted, to become effective. 

(38) The administrative technique advocated by Smith could still be used, but the rate 
spread would have to be smaller than he suggests. It is possible, however, that the discount 
rate would never have to be changed, in which case perverse announcement effects would be 
no problem. 
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against banks having reserve deficiencies; in general, any measure 
which would increase the “cost” of non-compliance with Federal 
Reserve eligibility requirements would be all to the good). Moreover, 
the authorities would probably have to use open-market operations 
more aggressively than they have in the past: specifically, it would 
have to be made clear to member-banks in advance that open- 
market operations would not be employed to ease seasonal pressures 
on their reserve positions; and the banks could not be allowed to 
build up their secondary reserves during cyclical downswings. This 
is not to say that the System could never follow anything but a 
tight-money policy, but only that the periodic easing of credit 
conditions would have to come in part from a relaxation of borro- 
wing eligibility conditions. 

Too much should not be expected from this sort of policy, 
since it in a sense self-defeating. The selective control of bank 
behavior by means of non-price eligibility conditions on borrowing, 
if it is to be meaningful, must be closing off profitable opportunities. 
Thus, as the authorities would seek to accomplish more and more 
by their discount policy, they would be making their discount 
windows less and less attractive; and beyond a certain limit the 
member-banks would doubtless prefer to ignore the various eligi- 
bility criteria and take their chances in the open market. Yet, a 
discount policy which makes an attempt at selectively controlling 
bank lending may nevertheless be worth the bother. With monetary 
policy having to bear more and more responsibility for economic 
stabilization, we are at the point where every increase in effecti- 
veness, however small, should be considered well worth the effort 
involved. 


IV. Conclusion 


Professor Simmons, in his analysis of present-day discount 
policy, has pointedly maintained that the Federal Reserve has as 
its goal “... much more than control of the size of the stock of 
rooney ”. “Control of lending”, he feels, “is considered to be an 
equally if not more important objective ” (39). And certainly the 


(39) “ A Note... ”, op. cit., p. 417. 
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fact that System spokesmen have over and over again — in the light 
of the revised version Regulation A — reaffirmed as official doctrine 
the view that discounting is a privilege tends to confirm this inter- 
pretation of the aims of discount policy. Unfortunately, however, 
there is little in the Federal Reserve’s actual behavior which would 
support Simmons’ opinion. Its pronouncements notwithstanding, 
the regional Banks have throughout the post-Accord period continued 
to treat their discount facilities as a “line of credit” for their 
member-banks, and one is thus forced to conclude that all the talk 
about “ right vs. privilege” has been pretty much intended only to 
reinforce the very reluctance which has always been attributed to 
commercial bankers. As a matter of fact, given the philosophy 
which seems to govern official thinking — and which is perhaps 
best characterized by the refusal of the Federal Reserve to take on 
even stand-by powers to control consumer credit — it would be 
something of a contradiction if the discount mechanism were 
looked upon as a means of selectively influencing bank behavior. 
And when it comes to the matter of direct or selective controls, 
the authorities are nothing if not consistent. Moreover, it does 
seem rather unlikely that this basic outlook, and hence current 
policy, will change in the near future. 

In this instance, such a posture is to be regretted — particularly 
since the discretionary approach outlined above (section III. C.) 
appears to preserve the apparent advantages of present arrangements. 
Employing the discount mechanism to control bank lending is not 
inconsistent with its use either as a safety-valve or as a source of 
information about market conditions. But without a real desire to 
use the discount operation as a way of getting at bank lending 
practices — and this, it would seem, is precluded by their hostility 
to direct or selective control techniques — the authorities would be 
well advised to move in the direction of the Simmons-Smith proposal 
or of closing down the Reserve Bank discount windows altogether. 
The risks inherent in current policy would thereby be minimized, 
and without great loss; for, as the analysis of section III. A. indicates, 
the needs fulfilled by this policy are either no longer truly pressing 


or else can be better cared for in other ways. 


Minneapolis Joun H. Kareken 
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MEMBER-BANK BORROWING, 1950 TO PRESENT 
(in billions of dollars) * 





























All Central Reserve City Banks All All 
Member- Reserve Country 
Banks New York Chicago City Banks Banks 
ecneieiiaamaas | ee 
1950 I -10 -04 -02 -03 -02 
II 8 | 02 — -04 -03 
Ill 13 +04 -O1 -06 03 
IV 12 -04 -O1 .05 -03 
1951 I 26 | .06 -02 13 05 
Il 26 | .08 Or IO .07 
Ill -27 -07 OL “I 05 
IV | 37 CO 06 -02 22 -06 
1952 I 30—C .O1 -06 89 05 
II 5° =| II -02 28 -10 
i | 93 | -19 .05 53 -16 
IV | 1.39 | .27 .20 73 .20 
| 
1953 I 1.29 26 -30 57 -16 
II 84 | 12 -06 45 21 
i | Sz | -03 06 -30 13 
IV | 43 «COI .07 .03 | -23 II 
1954 I 19 | .02 -03 -10 .06 
II “15 -O1 | -O1 .07 07 
| -09 OI -O1 -03 04 
IV | 16 | 03 -O1 | .08 | 04 
1955 I | 38 05 .08 | 18 08 
i | qa (| .O1 .06 .22 12 
im | 71 12 07 39 -13 
IV | -9I 21 .10 .42 13 
1956 I 87 17 “15 -40 -14 
1 | -93 .10 28 .48 17 
i | 81 | -16 .07 42 15 
IV | 72 | -20 -I2 29 II 
1957 I -63 | -09 -I2 -28 -14 
ll 97 | -23 14 -43 -20 
Ill -97 25 .06 -49 17 
IV | 77 | +13 II -38 -16 
1958 I .28 -05 .02 -I2 09 
= | ca -O1 _ -05 .07 
i | 28 | .06 -- .14 .08 
IV | 55 | -06 07 27 15 











* The figures given are quarterly averages of daily indebtedness. 


Joun H. Karexen 
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Condensed Statement of Condition, December 31, 1958 


ASSETS 


(Million lire) 





Cash, Balances with Bank of _ & 
Money at call ; 

Treasury Bills . 

Govt. or Govt.-guaranteed ‘Genuiiien 

Other Securities 

Bills discounted 

Advances and Loans 

Contangoes o « 

Due from Correspondents . 

Current accounts with Annexed —_ 

Customers’ liabilities for guarantees, 
Acceptances, etc. 

Miscellaneous accounts . 

Participations 

Premises, Furniture ont Sedeeun 


Total . 


Securities deposited by third parties . 
Staff Retirement Fund & Provident 


Fund: Bank’s securities — as 
guarentee . 


255 1042.3 
102,231.4 
84,721.5 
18,704.6 
219,094.8 
260,740.8 
13,995-2 
32,107.9 
3,129.8 


117,873-7 
4,870.4 


1,112,512.4 


329,647.5 


20,286.2 


1,462,446.1 


Capital ; 
Ordinary Reserve F - 


Staff Retirement Fund & iii 
Fund 


Deposit & Current Accounts . 
Correspondents 

Foreign currency accounts . 
Current accounts with Annexed eatens 
Circular cheques (assegni circolari) . 
Advances taken 

Bills for collection . 

Guarantees, Acceptances, etc. . 
Miscellaneous accounts . 

Unearned discount, etc. 

Net Profit 


Total . 


Depositors of securities 


Bank’s securities guaranteeing Staff 
Retirement Fund & Provident Fund 


NAZIONALE DEL LAVORO 


LIABILITIES 


1,150.0 
11,660.0 


19,944-9 
678 ,140.7 
99 2423.2 
45942-5 
4348.4 
25,519-7 
18.9 
35»788.2 
117,873.7 
67,498.1 
4139-6 
1,074-5 


1,112,512.4 
329,647-5 
20,286.2 


1,462,446.1 


AUTONOMOUS SECTIONS FOR SPECIAL CREDITS 


SECTION FOR CREDIT TO MEDIUM AND MINOR INDUSTRIES 
Capital, Reserves and Government Guarantee Fund L. 3,375,615,366 


SECTION FOR HOTEL AND TOURIST CREDIT 
Aggregate Capital and Reserves L. 4,622,892,821 


SECTION FOR CO-OPERATIVE CREDIT 


Capital and Reserves L. 2,770,923,619 - Government Guarantee L, 2,000,000,000 


SECTION FOR MORTGAGE CREDIT 
Aggregate Capital and Reserves L. 2,944,596,046 


SECTION FOR CINEMA CREDIT 
Aggregate Capital and Reserves L. 1,612,683,434 





BANCA NAZIONALE DEL LAVORO 


ALGHERO 

ANCONA 

Ascot PicENno 
AVELLINO 

Bari 

BENEVENTO 
BERGAMO 

BIELLA 

BoLoGNna 

BoLzaNo 

Brescia 

Brunico 

Cacuiari 

CARRARA 

CasTEGGIO 

CasteLt San GIOVANNI 
CATANIA 

CATTOLICA 

CHIETI 

CHIOGGIA 
CrviraNova MarcHE 
CIVITAVECCHIA 
Como 

CorIGLIANo CALABRO 
CorTEOLONA 
CosENZA 

CREMONA 

CroTONE 

CuNEO 

Empo.i 

FasrIANo 

Fano 

FERMO 

FERRARA 
FrorENZUOLA D’ARDA 


Representative Offices: 


Branch in Spain: 


BRANCHES IN ITALY 


FIRENZE 

Foceta 

FoLicNno 

Forti 
FRATTAMAGGIORE 
GENOVA 


GENovA - SAMPIERDARENA 


GoriZIa 
GrossETO 
IGLEsIAs 
IMPERIA 

Jest 
LANCIANO 
L’AgquiLa 
LaTINA CENTRO 
LATINA SCALO 
LEccE 
Livorno 
Lucca 
MACcERATA 
MANTOoVA 
MERANO 
MEssINA 
MILANo 
MoDENA 
MonsUMMANO TERME 
Napott 
Nota 

Nuvoro 
OrIsTANO 
Papova 
PALERMO 
PARMA 

Pavia 
PERUGIA 


PEsaro 

PEscARA 
PIACENZA 

Porto REcANATI 
Porto San GiorGIo 
Porto Torres 
Prato 

RAVENNA 

Reccio CaLaBRIA 
Reccio EmILia 
Ricctone Marina 
Rimini 

Roma 

RosaRNo 

SALERNO 

San BENEDETTO DEL TRONTO 
SassaRI 

SAVONA 

ScHIo 
SENIGALLIA 
SoTTOMARINA DI CHIOGOIA 
STRADELLA 
SULMONA 

TERAMO 

Torino 

TRENTO 

TRIESTE 

UpIne 

UrsiINno 

VENEZIA 
VENEZIA-MESTRE 
VERCELLI 
VERONA 

VICENZA 
VoGHERA 


DEPENDENCIES ABROAD 


NEW YORK - 1, Wall Street — LONDON E.C. 2 - 54, 
Threadneedle Street — PARIS - 4, Rue de la Paix 
FRANKFURT a.M. - 68, Bockenheimer Landstrasse 
RIO DE JANEIRO - Rua Visconde de Inhatima, 134 
MONTREAL - T.LE.C., 1425, Mountain Street — CARA- 
CAS - T.I.E.C., Avenida Urdaneta - Edif. Sudameris. 


MADRID - Calle del Principe, 12. 
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